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NOTICE TO READERS
The American Institute of Certified Public Accountants (AICPA) and its Forensic and
Litigation Services Committee (formerly, the Litigation and Dispute Resolution
Services Subcommittee) designed Business Valuation and Forensic & Litigation
Services Practice Aid 05-1, A CPA’s Guide to Family Law Services, as educational and
reference material for certified public accountants (CPAs) and others who provide
consulting services as defined in the AICPA’s Statement on Standards for Consulting
Services (SSCS), but is not to be used as a substitute for professional judgment.
Practice Aid 05-1 does not establish standards, preferred practices, methods, or
approaches. In a number of cases, however, there will be references to authoritative
standards attributable to certain expected performance requirements, such as rules
pertaining to independence, ethics, and conflicts of interest. A separate appendix is
devoted to articulating the standards that are relevant to the practice of family law. For
informational purposes, references will be made to other professional standards so the
practitioner can assess their applicability to the specific engagement. Other approaches,
methodologies, procedures, and presentations may be appropriate because of the widely
varying nature of litigation services as well as specific or unique facts about each client
and engagement. The authors are not rendering legal, accounting, or other professional
services. If legal advice or other expert assistance is required, the services of a
competent professional person should be sought.
The principal authors of Practice Aid 05-1 are Sharyn Maggio, CPA/ABV; and Thomas
F. Burrage, Jr., CPA/ABV. In addition, key sections of this practice aid were developed
by Lori Bunker, CPA; Donald DeGrazia, CPA/ABV; Ed Rosenthal, CPA/ABV; William
Stewart, CPA; Laura Tindall, CPA/ABV; and Gary R. Trugman, CPA/ABV. Ms. Maggio
and Mr. Burrage would like to thank all of those individuals who generously donated
their time to the review of this document.
In addition, members of the 2002–2003 and the 2003–2004 AICPA Forensic and
Litigation Services Committee provided information and advice to the authors and
AICPA staff for Practice Aid 05-1.
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AlCPA’s F o ren sic & Litigation S erv ices Com m ittee R eleases
New P ractice Aid on Family Law S erv ices

Family law—also variously referred to as domestic relations, divorce litigation, and matrimonial dispute
services—is one of most significant CPA litigation practice areas. And litigation services continue to rank
among the most important and fastest growing of the consulting services offered by the top 100
accounting firms, according to the latest Accounting Today Industry Survey. The AlCPA’s new Business
Valuation and Forensic & Litigation Services (BVFLS) Practice Aid 05-1, A CPA’s Guide to Family Law
Services, provides practical guidance on the subject.
CPAs can provide a wide range of family law services, including:
•
•
•
•
•
•

litigation support to divorce attorneys;
assisting in alimony and child support negotiations and calculations;
locating and valuing marital property;
valuing a business or business interest, as part of the marital estate;
calculating the tax issues related to division of property and on-going support payments; and
expert witness testimony.

The CPA can assist in fact finding, provide financial consulting, or serve as an expert witness to the
attorney(s) or parties to the divorce action. The CPA can also be appointed by the court to serve as a
special master or assist in mediation between the parties.
A team of family law experts share their collective knowledge and experience, providing detailed
coverage of family law concepts. The terminology is thoroughly explained for the reader’s convenience.
Practical examples of techniques and situations are illustrated to guide practitioners through the
intricacies of family law, and to avoid the pitfalls of trial and error.
Practice Aid 05-1 includes chapters devoted to each major area: the divorce process; work flow; the
engagement process; planning the engagement; marital property; spousal and child support; and divorce
and taxation. Detailed appendices include applicable professional standards, American Bar Association
(ABA) factors to consider in the division of property, ABA state-specific factors for support, retirement
plans—divorce planning considerations, taxation of stock options, and more.
Practice Aid 05-1, A CPA’s Guide to Family Law Services, provides essential guidance for today’s
practitioners working in this important growth sub-niche of litigation services. Issued by the AlCPA’s
Forensic & Litigation Services Committee, this unique practice aid can be ordered on-line at
http://www.cpa2biz.com/store, by phone at 1-888-777-7077 or by fax at 1-800-362-5066, both toll-free.
For more information related to your practice, visit the membership section website at:
http://www.aicpa.org/BVFLS/Resources.
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INTRODUCTION
This practice aid is designed to assist practitioners in providing services to clients and attorneys in the
area of family law. This publication is intended as a resource for certified public accountants (CPAs)
who practice or seek to provide accounting services in connection with family law. Nevertheless, it is
not intended nor was it written to be an all-inclusive guide to every family law financial issue in every
state, jurisdiction, or locale where a CPA may practice. First, an all-inclusive publication would require
frequent revisions as a result of the changes that occur daily throughout the nation. Second, this
publication neither intends to teach law to CPAs, nor position CPAs to practice law, which they may
not do.
Family law or divorce litigation is recognized as a subniche of litigation services. The reader should note
that throughout this service area, the terms family law, domestic relations, and divorce litigation are often
used interchangeably. However, for purposes of this publication, the term family law will be used.
There are generally two primary theories of family law in the United States, namely, equitable
distribution and community property. Both rely on statutes and caselaw, which is the legal interpretation
of statutes rendered by court decisions. Equitable distribution or common law states, which are in the
majority, originated in English common law. Community property states, the minority, rely on legal
theories that originated in Spanish, French, or locally legislated law. These states start with the premise
that spouses equally share everything acquired during a marriage.
It is important that all CPAs understand that knowledge of the specific local laws, rules, theories, and
procedures is helpful in providing services to divorcing clients. In recognition of the need to be
jurisdiction neutral, this practice aid has been written to provide guidance that is applicable to all CPAs
engaged by divorcing clients, regardless of where the marital dissolution occurs.
Caselaw citations, though generally avoided, are given for cases that involve unique and special
circumstances in the belief that these citations will assist practitioners. Note, however, that the caselaw is
generally not binding outside the jurisdiction of the court that has handed down the relevant decision or
decisions, and, therefore, cannot be assumed to be appropriate in other locales.
At the same time, as practitioners become more experienced in family law, reviewing the law and the
results of cases in other jurisdictions may be helpful. Although the law is specific to localities in which it
is adjudicated, the theories and methods used for financial issues may be broadly applicable. Experienced
practitioners will find that other jurisdictions’ caselaw, while not providing authority in their locality, will
not only offer unique and useful insights into arguments that are appropriate, but may contain relevant
application in their locality. Although understanding caselaw and the results of earlier cases will make
CPAs more competent in the field of family law services, it is important to keep in mind that CPAs are
not permitted to practice law unless they are also licensed attorneys.
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CHAPTER 1
THE DIVORCE PROCESS
Before addressing the roles of a CPA in family law cases, it is important that the practitioner
understand the process of divorce cases. Divorce involves a financial division that is exacerbated
by emotional issues, including child custody. The financial division includes the identification
and valuation of assets and the assignment of responsibilities for liabilities as well as for spousal
and child support.
Divorce is a legal process in which one spouse, known as the petitioner, plaintiff, or movant, sues
the other spouse, known as the respondent or defendant, for a financial division. This is
accomplished by filing a complaint or a petition for divorce. Once this petition is filed, states
have different procedures that must be adhered to for further pleadings, responses to the filing,
providing discovery, forensic examinations, expert reports, and, ultimately, the granting of the
divorce. The filing of the complaint notifies the court and the defendant spouse of the request for
the divorce and, in some states, establishes the date for the valuation of assets and liabilities.
In many states, the only requirement for a divorce is that one spouse no longer wishes to be
married.1 There need not be a specific finding of fault. A no-fault divorce means just that; the
court does not need to make a finding of fault to grant the divorce. There may be a requirement
for living separately to grant a no-fault divorce, or it may simply be alleged that there were
“irreconcilable differences.”
Divorces in other jurisdictions can be granted based upon fault. A complaint is filed with one or
more causes, such as adultery, alcoholism, drug addiction, imprisonment, insanity, cruel and
inhuman treatment, and extreme cruelty.
During the divorce process, applications called motions may be brought before the court for
protection or support to be paid to one spouse or the other. These court orders may, for instance,
stop one spouse from discussing the other spouse’s business or financial matters or require one
spouse to pay support for the other spouse, the children, or both. Experts may be required to sign
confidentiality agreements to restrict the disclosure of data and information obtained. Depending
on the jurisdiction, these orders may be called temporary, interim, or protective orders.
Additionally, in a number of jurisdictions, temporary restraining orders are automatically put in
place upon the filing of a divorce action. These may relate to financial issues, such as prohibiting
the cancellation of life insurance policies, changes in beneficiaries, and the disposal of assets.
The divorce process can be as short as a few months or as long as several years. An interim or
temporary support order is used for the support and the needs of the family during the course of
the divorce action. Motions for these orders are brought before the court by one or both of the
spouses. In lieu of an order, temporary support may be agreed upon by the parties to the action. It
is at this early point in the divorce that CPAs can get involved in the process. For example, a CPA
can assist in the determination of income or appropriate expenses to aid in the calculation of
temporary support and can provide guidance on how the temporary support should be paid.

1

Since divorce laws are different in each state, the practitioner should request information from the attorney to become familiar
with the laws existing in the state where the divorce will be adjudicated. See Appendix C, “American Bar Association Table of
State-Specific Factors for Support,” for the American Bar Association table of factors by state for the division of property.
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Once the complaint for divorce is filed, the period and process of discovery begins. This is the
time during which the attorneys gather information about each other’s clients related to their
assets, liabilities, income, spending habits, and whatever other information may be relevant to the
case. This information is typically financial in nature but may include other facts. For instance,
decisions on the custody of minor children may require other kinds of information. CPAs most
often become involved in the financial side of the discovery process.
The process of discovery begins with the issuance of a request for the production of documents
by an attorney. Nevertheless, discovery can also occur informally in an agreed-upon manner.
CPAs are often asked to suggest which financial documents and information may be useful. If a
party does not completely disclose the financial information required, the court may impose
sanctions against that individual. As previously discussed, a CPA can be called upon to determine
income and expenses; the nature and amount of marital and separate assets and liabilities; the
value of businesses, professional practices, or both; and the impact of taxation on the support and
property division. CPAs may also assist in the facilitation of settlement. If the requested material
is not forthcoming, the attorney can either issue a subpoena or can file a motion with the court
requesting an order for the production of documents.
During the discovery phase of the divorce, interrogatories may be served on the parties to the
divorce action. Interrogatories are written questions, developed by the attorney on behalf of his or
her client spouse, and asked of one spouse by the other. The written responses are given under
oath. Typically, the intent of these questions is to obtain information on many subjects, including
but not limited to employment history and income; the disclosure of assets, such as bank
accounts, brokerage accounts, cars, collections, and artwork; ownership interests in business
entities and other assets; liabilities; and other information that the spouse propounding the
interrogatories would like to know.
Other forms of discovery include declarations, affidavits, requests for admission, and requests for
disclosure. Each state has its own nomenclature and dues dates for these processes and the items
or information that are required to be produced in the discovery process. Many of these forms of
written discovery are made under oath.
As the divorce proceeds, another tool to gather and determine information is the taking of
depositions. Each attorney questions, or deposes, an individual who has information that he or she
needs, under oath and in the presence of a court reporter. An attorney can depose the other
spouse, or the spouse’s family, friends, business associates, experts, and paramours.
Almost anyone can be summoned to give a deposition. The CPA is seldom, if ever, permitted to
ask questions at a deposition. Nevertheless, the CPA engaged to address financial matters
pertaining to the divorce should be prepared to assist the attorney taking the deposition by
developing questions and follow-up questions based on the deponent’s responses. The CPA may
also be asked to attend each session to assist the attorney as the deposition proceeds.
Divorces can be concluded either through mediation, settlement negotiations, or a trial. Despite
statistical variations among the states, most divorces reach a settlement without proceeding to
trial. Therefore, an important part of the divorce process and an area in which CPAs can be most
helpful is settlement negotiations. CPAs can give valuable input on the both the distribution of the
assets and the tax effect of the assets received. These negotiations can take place well in advance
of a scheduled trial or as late as the day of trial.
The result of the settlement negotiations can be a written settlement agreement or a final order.
This is another potential area for CPA involvement. A CPA can be called on to review the
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agreement and the financial aspects of a settlement even if he or she is not involved in the
settlement negotiations.
If the conflict is not resolved through settlement, the final step in the divorce process is a trial. In
a trial, the opposing attorneys present their side of the case on behalf of their respective clients.
The attorneys call fact and expert witnesses for testimony, enter exhibits, and make arguments to
best present their clients’ case to the judge or jury. If a CPA prepared reports or analyzed
financial information at the request of the attorney, he or she may be called to court to testify as
an expert witness.
After all evidence has been presented to the court by both the petitioner and the respondent, the
trial concludes, and either the judge or a jury rules on the issues in dispute. At this time, a final
order ending the marriage may be issued by the court. Although this order ends a marriage, there
may be postjudgment applications for reconsideration, appeal, or both.
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CHAPTER 2
WORK FLOW OF CPAS IN DIVORCE LITIGATION ENGAGEMENTS
CPAs have certain roles and responsibilities in proceedings involving the resolution of family law
matters. It is very important for the CPA to maintain objectivity because an unbiased and
objective opinion is in the best interests of both the client and the court.
Moreover, the CPA expert should maintain objectivity to protect his or her own reputation and
credibility, which is at stake throughout the engagement. An important distinction between the
advocacy roles of attorneys and CPAs is that attorneys advocate for their clients and CPAs
advocate their opinions. There is no substitute for informed judgment based on exhaustive
discovery and inspection, regardless of whom you represent. To the lawyer, the accountant must
act as teacher, researcher, fact finder, and ultimately, the medium through which financial and
other economic evidence is put before the court. To the court, the accountant owes integrity,
honesty, and a sense of purpose imbued with the notion that the CPA’s role is to help the court—
not confuse or complicate the issues. Satisfying these multiple duties leaves little room for blatant
advocacy or acting as the ‘hired gun’.”2
THE CPA AS A CONSULTANT IN FAMILY LAW MATTERS
Often, the CPA is retained as a consultant by an attorney in family law matters to provide advice
on the facts and issues of the case, and strategic options; offer opinions of value; and assist by
contributing financial advice in the areas of pensions, tax, market analysis, and statistics. As a
consultant, the CPA may also be asked to assist an attorney in evaluating the strengths and
weaknesses of the financial aspects of a case. The CPA may also educate the attorney and client
on possible financial theories that may be relevant to the matter.
In a consulting engagement, the CPA’s work product, consisting of personal knowledge, working
papers, reports, calculations, exhibits, notes, e-mails, and other documents, may be protected by
attorney work-product privilege. However, should the CPA’s role change to expert witness, that
same work product is likely to be subject to discovery, which includes the knowledge gained
during the consulting engagement.3 The courts ultimately determine whether or not an item is
discoverable.
THE CPA AS AN EXPERT WITNESS
CPAs retained as experts may perform the same or similar duties performed as consultants. They
may also be required to testify in depositions or at trials in support of their work product,
opinions, and/or conclusions.
The litigation proceeding also demands that objectivity be maintained in providing courtroom
testimony. Experts must do their best to be believable and credible in the eyes of the trier of fact.
Maintaining objectivity maximizes both the CPA’s credibility with the court, and his or her
assistance and benefit to the client.

2

Robert B. Moriarity and David J. Zaumeyer, “The Valuation Expert in Divorce Litigation,” presentation to the American Bar
Association, 1992.
3
See AICPA Practice Aid 04-1, Engagement Letters in Litigation Services, product no. 055298, published in 2004, for a more indepth discussion of attorney-client work product privilege.
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DEPOSITION

CPAs retained as expert witnesses are often required to answer questions by giving depositions.
Depositions of the expert under oath may be taken by opposing counsel during either the
discovery phase of the engagement, or before or after the trial begins. At the depositions, the rules
of the court apply and a court reporter transcribes the proceedings, even though the trier of fact
(regardless of whether that is a judge or jury), is typically not involved in these proceedings. The
opposing attorney uses depositions to discover as much as possible about the expert’s work and
opinions on the case. The testimony given at depositions may be used at trial. As such, it is
advisable for the CPA to consider preparing and advising the attorney of the nature of the
opinions and work product to be used in giving testimony.
The goals of the deposing attorney are to analyze the strengths and weaknesses of the expert’s
knowledge of the facts, opinions, assumptions, and other basis for those opinions. If the opposing
counsel can find errors or inconsistencies in the expert’s testimony during deposition, that
testimony will be used at trial to discredit the witness and possibly to argue that the expert’s
entire testimony should be disregarded.
A number of questions asked at depositions can be answered with a simple yes or no. Most
questions at depositions require narrative answers. The expert needs to take care not to provide an
answer that is more than was asked in the question. Of course, the expert should remember to
always tell the truth.
Depending on the state, at the conclusion of the deposition, the attorney or expert may waive the
reading and signing of the deposition transcript; however, it is recommended that the expert
always review the transcript for errors, inconsistencies, and ambiguities. The expert should advise
the court reporter of transcription errors within the prescribed time frame and in the required form
so the corrections are part of the deposition record.
The CPA may also be asked to assist the attorney with the deposition of the opposing CPA. This
assistance may include drafting questions, attending that expert’s deposition, or both.
TESTIFYING EXPERT
In the event that a settlement is not reached prior to the trial, the CPA expert may be expected to
testify to findings or opinions developed in the case. Preparing for trial testimony is one facet of
the CPA’s role in litigation services, as the case may be won or lost based on the testimony of
those who testify. Unlike some other civil litigation matters, marital disputes are, in the majority
of jurisdictions, tried before a judge rather than a jury, i.e., one trier of fact who decides the
outcome of the matter. It is the role of the CPA expert to assist the judge in understanding the
financial and technical issues in the case.
It is not unusual for the CPA expert’s work product and report on the findings to be substantial
and filled with technical calculations, terminology, charts, graphs, exhibits, and schedules. If
these and other tools are to be used, the CPA should, to the extent possible, produce exhibits that
are simple and easily understood. The use of colors in courtroom exhibits can accentuate
differences in data and emphasize important facts for the judge or jury. Even though the CPA
expert is familiar with the contents of the report, the court or jury can become overwhelmed by
the quantity of information and the associated detail. In those cases, the CPA expert may want to
prepare a synopsis of findings, including simplified exhibits with minimal technical language.
The CPA expert should try, where possible, to avoid using the jargon associated with accounting
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procedures, and instead, translate testimony into commonly used terms, analogies, and examples.
The goal is to maintain an easy flow of conversation, directing simplified responses to the judge
(or the jury). The effectiveness of the testimony is lost if the judge (or the jury) “tune out”
because the information is confusing or boring.
QUALIFICATION AS AN EXPERT
The necessity of using an expert; the competency and qualifications of the expert; and the
relevance and reliability of the methodologies used to arrive at the conclusion are questions of
law that are determined by the judge.
The CPA’s education, training, certifications, and relevant experience regarding the subject matter are
examined in the qualifications phase before the CPA is permitted to testify. After the direct
examination of the qualifications by an attorney, the opposing attorney may then question the CPA’s
expertise. This process is known as voir dire.4 During the qualification of the CPA, the CPA’s
curriculum vitae may be submitted to the court as an exhibit. Testimony detailing the CPA expert’s
education, background, credentials, and experience is presented to demonstrate that the witness has
mastered a “body of knowledge” to which the expert is testifying. Many times, the opposing counsel
will stipulate that the CPA is to be qualified beforehand, in order to prevent the court from hearing the
expert’s credentials. If the court is satisfied that the CPA expert meets the legal requirements, the CPA
will be found qualified as an expert and allowed to present opinion testimony.
The Federal Rules of Evidence (FRE) and the United States Supreme Court decision in Daubert
v. Merrell Dow Pharmaceuticals, Inc., 509 U.S. 579 (1993) provide the basis upon which a
federal trial judge disallows opinion testimony by lay witnesses and determines whether
testimony by experts meets the minimum standards to present opinion testimony.
Not all state courts follow FRE, or, therefore, allow attorneys to use the Daubert challenge. For
those states that do, the rule relevant to CPAs providing expert testimony is FRE Rule 702,
“Testimony by Experts,” as follows:
If scientific, technical, or other specialized knowledge will assist the trier of fact
to understand the evidence or to determine a fact in issue, a witness qualified as
an expert by knowledge, skill, experience, training, or education, may testify
thereto in the form of an opinion or otherwise, if (1) the testimony is based upon
sufficient facts or data, (2) the testimony is the product of reliable principles and
methods, and (3) the witness has applied the principles and methods reliably to
the facts of the case. [Emphasis added.]
In the Daubert decision, the Supreme Court determined that district court judges have the
responsibility to serve as “gatekeepers” by deciding whether an expert presenting testimony has
used a methodology that is reliable. If applicable, the Daubert challenge can be used by the
opposing attorneys to disqualify an expert’s testimony as unreliable and, therefore, not
admissible. The Daubert decision provides four factors that a judge may use in making his or her
decision. In employing the methodology used by the expert:
1. The theory or technique can be or has been tested.
2. The theory has been subjected to peer review or has been published.
4

Voir dire, translated from French, literally means “to speak the truth.” A voir dire examination is an oath administered to a
proposed witness or juror by which he or she is sworn to speak the truth in an examination to ascertain the competence of the
witness or juror.
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3. There is an acceptable known or potential error rate of the technique or theory.
4. The theory has gained widespread acceptance within a relevant scientific community.
In recent years, Daubert challenges have become more frequent as attorneys and experts have
become familiar with the caselaw in which it has been used. Before testifying in any proceeding,
a CPA expert may wish to become familiar with FRE Rule 702 and the various factors outlined in
Daubert and related decisions, in order to determine whether those factors may apply to the case
at hand. If the Daubert caselaw is not relevant in a particular jurisdiction, the CPA expert should
become familiar with the rules and caselaw on this issue that do apply.
DIRECT EXAMINATION
Planning and preparing the testimony with the assistance of counsel is appropriate to ensure that
the proper evidence is included in the record. In preparing for direct examination, the expert has
the opportunity to plan and practice his or her testimony with the attorney, whose objective is to
present the expert in the best light possible. Before testifying, the CPA generally should review
the facts and theories in the case, and the proposed questions and the anticipated answers; and
prepare to respond to all the anticipated issues in the case. The CPA expert may discover
weaknesses in his or her presentation. These should be discussed with the attorney in preparing
for trial because addressing such issues during direct examination can mitigate potential damage
to the case. If requested, the CPA may provide the attorney with a list of pertinent questions to be
considered during direct examination and the anticipated answers to those questions. At other
times, the attorney will supply the CPA with direct examination questions. If the attorney has
confidence in the expert’s ability, preparation for trial may be minimal.
Normally, attorneys may follow a sequence during direct examination of expert testimony that
covers the:
•
•
•
•
•

Expert’s qualifications
Scope of the assignment
Expert’s work and analysis, including the documents reviewed
Methods used in arriving at the expert’s conclusions
Expert’s opinion and basis for opinion

CROSS-EXAMINATION
Cross-examination is in sharp contrast to direct examination. The opposing counsel’s goal in
cross-examination is to show inconsistencies, incorrect assumptions, biases, and unreliable
methodologies used in developing the CPA expert’s opinions.
To accomplish this objective, the opposing counsel may endeavor to challenge the expert’s
credibility by asking questions regarding the appropriateness of the CPA’s credentials. The
opposing counsel may also attack the CPA on the procedures and methods used to arrive at the
CPA’s conclusion. Any errors in calculations may be pointed out to the court and used as a basis
to discredit those mathematical calculations, as well as other work performed by the expert. Any
inconsistencies between deposition testimony and trial testimony may be used to attack the
CPA’s credibility.
Cross-examinations cannot be planned. Knowing this, the CPA expert can try to prepare to
prevent a damaging cross-examination by maintaining composure and being prepared for

CHAPTER 2: WORK FLOW OF CPAS IN DIVORCE LITIGATION ENGAGEMENTS

11

questions that address weaknesses, if any, in the documentation and theories supporting his or her
opinions. The attorney can assist in preparing the CPA for cross-examination.
Another common technique used by many opposing attorneys is to present a hypothetical set of
facts related to the expert’s opinion and ask the expert to answer questions based on those
hypothetical facts. The answers given can be prefaced by the CPA as hypothetical answers to
remind the court or jury of that fact. In those instances in which an answer requires a
qualification, the expert may wish to state the qualification prior to answering the question.
Typically, it is not in the CPA’s best interest to argue with the cross-examiner. The court expects
the CPA expert to be objective, unbiased, and professional.
If pertinent points made during cross-examination need to be clarified for the court, these points
can always be addressed by the CPA’s attorney on redirect examination, as a means to
“rehabilitate” the expert’s testimony.
OTHER ROLES
Neutral Roles
As previously stated, CPAs have the knowledge, experience, and expertise to provide
independent, objective assistance in settling family law disputes. In complying with the general
standards of professional competence in the AICPA Code of Professional Conduct, the CPA must
be aware of local rules that may apply to the services the CPA provides as a neutral party.
In order to avoid a formal litigation proceeding, there are several other ways to resolve disputes,
including interim court decisions, arbitration, settlement facilitation, and mediation. These
approaches are often referred to as alternative dispute resolution (ADR). The CPA can serve in a
neutral capacity or represent one side in offering these forms of ADR.
Arbitration
Arbitration involves a less formal tribunal than formal litigation. In arbitration, the CPA may act
in the capacity of an arbitrator by examining the testimony, exhibits, and arguments that are
presented, and then making a decision. The CPA may also act as an expert or consultant to either
party. Although arbitration can be binding or nonbinding, most arbitration is binding. Under
binding arbitration, a decision is final and precludes further litigation. Nonbinding arbitration
allows the parties to seek further recourse through an appellate decision. Binding arbitration may
be preferable in marital disputes for parties who wish to preserve the privacy of their affairs for
any reason. For example, a case may include issues such as underreported income, the public
disclosure of which would harm the litigants.
Settlement Facilitation
Settlement facilitation is typically an unstructured nonbinding meeting with the parties, their
lawyers, and a facilitator. It is not unusual for CPAs, attorneys, psychologists, or psychiatrists to
serve as settlement facilitators by using their powers of persuasion to assist the couple in
resolving their dispute. Facilitations may be court ordered or may be agreed to by the parties. The
CPA may serve as the facilitator or represent either of the parties in these proceedings.
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Mediation

Mediation is the least formal procedure for dispute resolution. However, a number of states now
require mediation prior to trial. A CPA, attorney, psychologist or psychiatrist, or any other
qualified individual is engaged to act as a mediator, and assist the parties by exploring the options
available in resolving differences and finding mutually agreeable solutions. Unlike some other
forms of ADR, the mediator cannot bind the parties, i.e., the mediator has no decision-making
power. Some states offer formal mediation training for attorneys and nonattorneys alike. Check
with your state bar association or continuing legal education (CLE) organization.
Parties typically do not have their attorneys attend the mediation sessions although, in certain
instances, both parties’ attorneys are present. Nevertheless, caution should be exercised if clients
are using a mediator to seek a divorce without each having an attorney represent them. The CPA
performing services as a mediator must also take precautions to remain in the mediator role and
not inadvertently overstep the appropriate boundaries to provide what may be construed as legal
advice. It may appear to be a conflict of interest if a CPA acts as a mediator when engaged by one
of the parties to perform other services.
Often, after an initial group session discussing the opposing positions, the mediator may decide
that the most effective way to assist the parties in the resolution of their differences is to speak to
them separately, with their attorneys, or with one side or the other. This separation from the group
is called caucusing.
Special Master
Special masters are sometimes appointed by the courts to decide specific issues. A special
master’s decision is subject to review by the court if the parties and their attorneys appeal. In the
role of a special master, the CPA is charged with the responsibility of hearing the evidence from
both sides and rendering a decision. The CPA should know the appropriate rules and procedures
for holding hearings, and rendering an opinion in the dispute.
Court-Appointed Expert
In the role of a court-appointed expert, the CPA has the responsibility of providing a
knowledgeable, objective, and supported opinion to the trier of fact. The CPA should obtain a
clear understanding of the:
Assignment and form of the CPA’s report
Due dates for completion and required court appearances
Form of communication of the expert’s opinion
Acceptable form of the CPA’s communication with any of the parties and their attorneys
Procedure to be followed if the CPA does not receive sufficient information during
discovery to perform the work requested by the court
• Procedure of how and by whom the CPA’s fees will be paid

•
•
•
•
•

Mutually Agreed-Upon Expert
In the role of a mutually agreed-upon expert, the CPA typically has the responsibility of offering
a knowledgeable, objective, and supported opinion to provide the parties a common basis from
which they can proceed. The CPA should obtain a clear understanding of the:
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• Form of communication of the expert’s opinion
• Acceptable forms of the CPA’s communication with any parties and attorneys (from the
parties and attorneys)
• Responsibility, timing, method, and amount of payment from each party or attorney
involved in the marital dispute
• Procedure for how and by whom the CPA’s fees will be paid
Receiver
CPAs are appointed by the courts to act in the capacity of receiver or overseer of an asset such as
a family business. This can occur as a result of evidence that the asset is being depleted or
dissipated. It is important that the CPA understand the legal ramifications of accepting the role as
receiver, and the CPA may wish to consult with legal counsel on procedures to be used to be
shielded from third-party liability.
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CHAPTER 3
ENGAGEMENT PROCESS
The CPA may perform a broad spectrum of services in divorce engagements. Among other
functions, the CPA may value a business, other assets, or both; trace assets between the premarital
to postmarital periods; assist in distribution scenarios of the assets and liabilities; calculate the
potential or anticipated tax effects of contemplated transactions, such as a proposed settlement, asset
distribution, or support scenario; perform forensic procedures to determine income; determine the
lifestyle or the financial standard of living during the marriage; locate hidden assets; and assist the
court as an expert to describe financial activities, including a marital dissolution within a
bankruptcy proceeding.
In general, the service(s) the CPAs may perform fall into the following four broad categories:
•
•
•
•

Identification of assets, liabilities, and family income
Determination of the nature or character of assets and liabilities
Valuation and/or quantification of assets, liabilities, and income
Division and/or distribution of assets, liabilities, and income

It is important to understand that the CPA may be called upon to perform one, some, or all of
these functions. The specific roles a CPA will perform in an engagement will depend upon the
order of the court or the agreement the CPA reaches with the attorney or client. CPAs are seldom,
if ever, engaged to perform all of the duties they are capable of performing in a family law
engagement. At the same time, CPAs often draft engagement letters that are general and
nonspecific about the duties they will perform in an engagement. (See Chapter 4, “Planning the
Engagement” later in this practice aid.)
IDENTIFICATION OF ASSETS, LIABILITIES, AND FAMILY INCOME
If the CPA is retained in a divorce proceeding, determining the assets and liabilities may be one
of the initial financial steps. This evaluation includes an inventory of all the assets and liabilities
that could be considered, then eliminating any assets that should be excluded because they are not
subject to division. Ultimately, whether property is includable or excludable is determined by the
trier of fact. There are, for instance, assets and liabilities that may be have been placed in trust for
one of the parties, or may be the property of the children, or one of the parties’ separate property.
The assets and liabilities should be inventoried at the beginning of the process, even though they
may not be included in the marital estate.
Asset, liability, and income identification is often a difficult task. Spouses sometimes are unaware
of the requirements for disclosure of financial information that exist in their jurisdiction. Each
state has its own rules related to the required disclosures. There are several methods to check the
completeness of information received in discovery.
The following sections address examples of documents and resources to be considered when
identifying assets, liabilities, and income.
Tax Returns
For reported taxable income-producing assets, one place to start is with the parties’ individual
income tax returns. The prior five years of Internal Revenue Service (IRS) Form 1040 and the
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attached schedules show details of the income of the individuals. The source of the income reported
may be from the assets, the details of which may be on the tax returns and the supporting schedules.
Bank and Brokerage Statements
One or both spouses may be acquiring assets directly by writing checks or drafts, borrowing
money, or removing cash from accounts. More difficult, but equally important, is the analysis of
what may be missing from financial accounts, such as undeposited paychecks, interest and
dividend checks, and company expense reimbursements.
Lender Financial Statements
Spouses are often required to submit personal financial statements to lenders. The statements may
include details of assets, liabilities, income, expense, or other commitments. Those financial
statements can be prepared in anticipation of loans to acquire assets, refinance debt, or cover
personal guarantees. The types of assets securing the debt may be real estate, either business or
personal; automobiles; or securities. If the couple has recently purchased a home, car, or other
asset with credit, chances are a current personal financial statement is available.
Insurance Policies
A review of insurance policies may also assist in identifying assets that are not disclosed
elsewhere. These can include but are not limited to valuables, collectibles, antiques, and
automobiles.
Free Internet Services
Some governmental entities have posted on their Internet sites appraisals of the real and personal
property located in their jurisdictions. These postings may be searched by name. Similarly, there
may be details of corporate, limited liability company, and partnership ownership. These may be
found on the Internet at sites of the secretary of state, comptroller, or similar governmental
entities within the state. Ownership records are typically available in city and county courthouses.
These records may be retrieved directly from courthouses, Internet services, or other sources. A
number of jurisdictions may charge a fee for accessing the records.
Online Asset Search Firms
There are Internet search firms that will search the public record databases nationwide. These
searches of public records may include corporate and real property recordings; auto, boat, and
plane registrations; and court dockets. The search firms may have an initial fee, a static monthly
fee, and/or a usage fee. There may also be fees for specific asset searches performed. There may
be regulatory and privacy restrictions on the use of information retrieved by these firms; so before
using them, the CPA needs to confirm the legality or restrictions on the use of the information
recovered.
DETERMINATION OF THE NATURE OR CHARACTER OF ASSETS AND LIABILITIES
The work performed to prove the separate nature of assets or liabilities is called tracing. Whether
the work was directed by an attorney or the court, the CPA should refer to the laws of the state in
which the engagement takes place in order to understand the methods and procedures that may be
accepted locally.
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The CPA may wish to meet with the attorney or the judge at the beginning of a tracing engagement
to discuss the appropriate law. If possible, the attorney and CPA, possibly at the direction of a
judge, should agree on the appropriate rules to be applied in tracing the subject assets and liabilities.
During that process, the CPA may encounter facts and circumstances that have not been previously
decided in their jurisdiction. If that occurs, the CPA may need to make assumptions regarding the
appropriate theory, later guided by the attorney or ruled on by the judge.
If the assets and liabilities were acquired by one or both parties during the marriage, the property
or debt is typically deemed to be marital or community property and is subject to division. If one
spouse acquired an asset or liability prior to the marriage, or if the asset was acquired through gift
or inheritance, that asset may be deemed to be the separate property of that spouse. Some states
require that the funds used to acquire assets be specifically identified. Other states have systems
in place to apportion the value or establish mechanisms for the reimbursement of the marital or
community cost of the asset. A number of jurisdictions use variations of both methods, depending
on the facts and circumstances of the individual case.
VALUATION AND QUANTIFICATION OF THE ASSETS, LIABILITIES, AND INCOME
Once the assets, liabilities, income, and losses of the marital or community estate have been
identified, its net value for purposes of division and distribution must be determined. One
consideration is the date of valuation. The assets and liabilities must be valued at the
appropriate date determined under local law. In a number of states, the valuation date is the
date of separation; in others, it could be the filing date of the divorce petition; or in others,
the actual date of divorce. The CPA not familiar with local law should seek guidance on
which date is applicable. The case may be settled between the parties, submitted to mediation
(or some other type of alternate dispute resolution), or adjudicated. Regardless, in all
likelihood, the values will change between the required valuation date and the date on which
the actual distribution occurs. If a brokerage account is to be split, the CPA may question
how the change in values between the date of valuation and the date of distribution should be
addressed. A number of states address this issue through statute, caselaw, or both; others do
not. The CPA can assist the parties, if appropriate, to arriving at an agreement that addresses
these value fluctuations. The same issue may occur with other assets or liabilities, including
bank accounts, credit cards, and other asset distributions.
DIVISION AND/OR DISTRIBUTION OF ASSETS, LIABILITIES, AND INCOME
Even if there is no contest regarding the identification of assets and liabilities, their valuation, or
nature of their ownership, the CPA is often engaged to assist in the determination of the
distribution of the parties’ estates. While performing such functions, the CPA should understand
the issues discussed in the following sections.
Property Division
Equitable may not necessarily mean equal. One of the services CPAs may perform is the
arithmetic task of adding the values of each party’s assets and liabilities and determining the
amount and terms of payments that may be required from one party to the other. In this process,
consideration may be given to determining the amount and terms if the assets or liabilities are
transferred to other parties, such as the children of the marriage.
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It is not uncommon in property divisions for one party to be allocated more in assets than the
other party. An imbalance is solved by way of an equalization note, unless it is possible to
equalize a division by splitting an asset, such as a bank account, to make the ultimate division
equal mathematically.
Liquidity
In the process of dividing assets, the cash-flow needs and consequences attached to individual
assets have to be considered. This is another service the CPA can provide. A party may be offered
a property distribution for which he or she cannot afford the negative cash flow, tax
consequences, or other costs of maintenance. Nonliquid assets such as real estate or retirement
plans may be offered in settlement offers, even if the property may have a negative cash flow. In
other scenarios, the client may be offered an asset that comes with high debt service. The CPA’s
assessment of the cash flow attached to an asset will help the client and his or her counsel decide
whether this is an asset they should consider.
Taxability
Tax consequences are discussed in greater detail later in this practice aid. Consideration should be
given to the tax consequences of the assets received by the party. This would include the regular
tax consequences of holding the property on an annual basis, and taxes upon the ultimate
disposition of the asset, if it is within the scope of what the CPA has been asked to do.
The laws in a number of states require the recognition of the deferred tax consequence on
appreciated assets in determining the apportionment of asset distributions; others do not. In a
number of states, the tax consequences are considered only if they are immediate and specific.
The CPA needs to understand the jurisdictional rules in these matters.
CPAs should also consider which assets may be taxed immediately, such as current distributions
from qualified retirement plans that will not be rolled over; which assets will be taxed as capital
gains at a later date; and which assets have a tax basis equal to their current value.
Risk Assessment
The CPA should consider the needs and levels of sophistication of the client when advising on the
distribution of assets and liabilities in order to recognize the client’s tolerance to short-term and
long-term risk. Some assets may be both illiquid and volatile, such as those in a 401(k). Other
assets may be volatile but liquid, such as publicly traded stocks.
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CHAPTER 4
PLANNING THE ENGAGEMENT
ACCEPTING THE ENGAGEMENT
Expertise, timing, staffing, and conflict of interest are areas to be considered when accepting an
engagement.
Expertise
Under Rule 201, General Standards (AICPA, Professional Standards, vol. 2, ET sec. 201.01), of
the Code of Professional Conduct, a member should only undertake those professional services
that the member or the member’s firm can reasonably expect to be completed with professional
competence.
The performance of services in the area of family law may require not only knowledge of
accounting and tax law, but also knowledge and understanding of the CPA’s state statutory and
caselaw in the area of family law. The CPA may also be expected to be an effective expert
witness with the ability to testify at a deposition, trial, or both.
A CPA designation often establishes the overall financial expertise needed by an individual
retained for a family law engagement. There may be instances, however, in which more
specialized expertise, such as business valuation, is required. Thus, the CPA may be precluded
from testifying in a particular area of the case if he or she is unable to demonstrate specific
knowledge and expertise by having specialized knowledge, holding a professional designation or
obtaining continuing professional education (CPE) in the field of family law. The CPA can earn
the Accredited in Business Valuation (ABV) designation granted by the AICPA. Go to
“Accreditations” at www.aicpa.org for further information on the ABV program. The credential
shows the attainment of the knowledge and skills that may be necessary in the valuations of
businesses, business ownership interests, or securities that arise in connection with family law
matters.
Expertise can refer to (1) the CPA’s overall knowledge of financial matters in family law, (2) the
CPA’s knowledge of a particular area in a specific case (e.g., fraud, knowledge of a spouse’s
particular industry, etc.), or (3) both.
Local chapters, state societies, and the AICPA all conduct CPE in family law matters. In addition,
the family law sections of some state societies and state bar associations conduct extensive
continuing education in financial matters in family law, often taught solely by or with the
assistance of CPAs. (See Appendix I, “State Bar Association Web Site Addresses,” for a list of
state bar associations and their Web site addresses to find out about family law sections and
continuing education.) Practitioners should also refer to their respective state societies for local
information on continuing education in family law.
Finally, a number of states allow CPAs to become nonattorney members of the family law
sections of their state bars. Such membership allows CPAs to become familiar with new family
law that concerns financial matters, as well as to interact with the family law attorneys.
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Timing

Family law courts across America have significantly improved their efficiency by instituting
timetables for each case. In a number of jurisdictions, those timetables are called case management
orders or docket control orders. Each state has its own term for this scheduling order.
Those timetables can often have a significant impact on the CPA’s work. One of the first items in
the timetable is the date on which discovery requests are due to be submitted to the opposing
party. The CPA can alleviate many problems at the conclusion of the engagement by ensuring
that the proper documents and information are requested at the onset of the engagement.
The next milestone for the CPA is the ability to review the available documents and information
as soon as they are produced. It is important that the CPA, to the extent the information is
available, review the progress in this matter and alert the attorney(s) if the production is incorrect,
incomplete, or not forthcoming at all.
The next issue is the timing of opinions during discovery. Those opinions may be issued orally,
during a deposition, or in writing. Local rules govern the due dates of depositions, reports, or
both. Such due dates can sometimes be waived or changed, although the permission of the
attorneys or the court may be required.
The final timing issue is that of trial preparation. As previously explained, the great majority of
cases settle before trial. However, there are cases in which the CPA must go before the trier of
fact to testify to opinions and findings. In those instances, significant time can elapse between the
completion of the report by the expert and the trial date, and the CPA and the attorney may need
to become reacquainted with the case, its facts, and relevant opinions. Also, depending upon the
jurisdiction, the CPA may be required to amend or supplement a previously completed report for
trial. CPAs, like their attorney counterparts, should consider spending time on trial preparation.
Staffing
Many of the CPAs performing work in family law are sole practitioners or firms with small staffs.
Sole practitioners who choose not to add personnel must carefully consider whether or not to
accept a family law engagement, especially those that may require the work of one or more staff
members with varying levels of expertise.
The CPA should not accept an engagement for which the member or his firm does not have
sufficient, knowledgeable staff available. By the same token, a CPA should not accept an
engagement if he or she, or his or her firm, may not be able to meet either the various timing
deadlines and/or level of expertise required to complete a particular engagement.
Engagements requiring services by more than one person present another danger, namely, the
dilemma of whether the testifying expert is sufficiently familiar with the content of work done by
others who will not be testifying.
DETERMINING CONFLICTS OF INTEREST
Divorce engagements can pose potential conflicts of interest, or, at a minimum, the perception of
or actual lack of objectivity. The CPA should determine whether there are any perceived or
potential conflicts before accepting an engagement. This is particularly important if the CPA is
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retained to represent an existing client. The following are situations in which this circumstance
may come about:
• The CPA has previously performed services for both the husband and wife, such as tax
preparation, financial planning, and estate planning, and, as such, has confidential
information, the disclosure of which can be detrimental to an opposing party.
• The CPA performs services for a business owned by one or both of the parties. Potential
and/or perceived conflicts that may exist with representing an existing client are also
discussed in AICPA Consulting Services Special Report 03-1, Litigation Services and
Applicable Professional Standards (product no. 055297).
If the CPA is performing or has previously performed other services for one of the parties to the
litigation and possesses confidential information, this information could be subject to discovery.
Independence issues may also arise if an expert witness repeatedly testifies for one attorney.
Opposing council may attempt to imply a lack of objectivity based upon the continuing financial
relationship between the CPA and the attorney.
A number of conflicts of interest can be overcome as long as the CPA informs the client(s) and
opposing party of the potential conflict and the parties express no objections.
The Engagement Letter: Documenting the CPA’s Role
Although not required, CPAs should strongly consider using an engagement letter when
accepting family law engagements. An engagement letter will not only help to establish a clear
understanding of the roles and responsibilities of the CPA but will also manage the expectations
of all parties. Such letters should include, among other things, the scope of the engagement; the
nature and limitations of the services to be performed; the parties to the contract; the type of
report(s) to be provided; the billing and collection of the fees to be charged; and any disclaimers
relevant to the matter.
A number of attorneys may ask that an engagement letter not be used, as it may imply a
restriction on the conclusions and scope of work of the CPA and, as such, may be used against the
CPA at trial. Nevertheless, it is recommended that a written engagement letter be obtained. CPAs
are advised to refer to AICPA Practice Aid 04-1, Engagement Letters for Litigation Services
(product no. 055298), for guidance on developing the proper language for client engagements.
The guidance includes the definition of the client in each engagement.
Other attorneys request an engagement letter so they and their clients will have a better
understanding of the scope and cost of the work to be performed. The engagement letter is a
contract between the CPA and the client. One item normally discussed in an engagement letter is
the various fees charged and the determination of who will be responsible for payment.
The engagement letter will also indicate who the client is. In a number of cases, the client will be
the client’s attorney; at other times, the litigant will be the client. The attorney will direct the CPA
in this matter. If the CPA is acceptable to both parties, the engagement letter should be signed by
all those in agreement. At this point in the engagement, most practitioners request a retainer be
paid to them to offset future fees.
The CPA may also be engaged by the court or named as an expert, receiver, or some type of
special master. Among a number of things, it is preferable for the court order to specify the nature
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and scope of the work performed, how the CPA is to obtain records and documents, any
restrictions on contacting parties, and the party or parties responsible for payment.
Budgeting and Billing for the Engagement
Billing and collecting for family law engagements is unique. It is difficult to predict the amount
of the fees that will be incurred or the results of the work performed. These factors, combined
with the emotional turmoil of the parties to the divorce, explain why the collection of professional
fees can become an issue. In order to avoid collection issues, practitioners performing family law
engagements are urged to get a retainer in advance of performing work and to make sure they
stay ahead of the client throughout the engagement.
It is normally not possible to estimate the total time required to complete a family law
engagement. The court or attorney often request additional work above and beyond the
contemplated scope of the initial engagement. For instance, there may be difficulty, through no
fault of any of the parties, in gathering and interpreting the data. Also, unanticipated
circumstances may require additional work, such as through the intervention of a third party; or if
the scope of the work increases because one or both parties prove to be uncooperative in the
production of information.
There are different approaches to billing for the services associated with giving testimony, either
at trial or by deposition. A number of CPAs bill higher rates for testimony, reasoning that expert
trial testimony or giving depositions is more difficult and more specialized, and as such, warrants
a premium rate. Other CPAs use standard billing rates for the services associated with giving
testimony, or waiting to give testimony, in the belief that a CPA’s time is a CPA’s time,
regardless of the work being performed, and, therefore, should be billed at a consistent rate.
Overall, it is incumbent upon the CPA to keep the client informed of the CPA’s time and fees
incurred on the job, especially if an estimate of the time or cost has been given. Frequent
invoicing serves a twofold purpose. First, it ensures that the client is aware of the ongoing scope
and cost of the project. Second, it assists the CPA in the collection of fees.
Obtaining the Necessary Documents
The scope of the engagement determines the content and nature of the required data. As stated
previously, it is ideal for the CPA to become involved as early as possible in the discovery
process. This includes assisting in the formulation of the discovery requests. Attorneys often send
out boilerplate requests that might not be relevant to the CPA’s particular requirements for the
engagement. If given the opportunity, the CPA should help tailor the request(s) to cover the
scope of the work performed and additional requests as needed.
In a number of circumstances, such as the valuation of businesses with third-party owners, access
to information may prove to be difficult. In those circumstances, it is not unusual for the business
to be represented by counsel and confidentiality orders (i.e., protective orders) to be entered by
the court.
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CHAPTER 5
MARITAL PROPERTY
TYPES OF PROPERTY
One requirement of the court in a marital dissolution is the division of property in accordance
with the law. The parties associated with the process may wish to arrive at a fair division of the
property. The court has to adhere to the rules established by state law on whether property is
considered marital (in some jurisdictions known as community) or separate property. Marital or
community property is typically divided between the parties, while separate property generally is
not. Once the property of the spouses is accurately classified, a value must be attached to both the
assets and the liabilities before a division can be properly effected. In general, separate property is
awarded to the person who proves ownership of the property.
The valuation of marital property is necessary to accomplish the distribution of the marital estate.
Typically, the marital estate may include real estate, personal property (e.g., art and jewelry),
retirement assets, investments, and sometimes, a closely held business. Although this practice aid
does not intend to provide a comprehensive study on valuing assets, it provides some treatment of
several valuation concepts and processes.
SEPARATE VERSUS MARITAL OR COMMUNITY PROPERTY
State law determines which assets are includible in the marital or the community estate. An
analysis of each state’s statutory and caselaw is beyond the scope of this practice aid.
Nevertheless, what follows is a general overview of the concepts often encountered in the
distribution of assets from the marital or community estate.
MARITAL OR COMMUNITY PROPERTY
Marital property, referred to in some states as community property, is generally considered to be
assets includible in the marital or the community estate and is generally subject to division
between the spouses as part of the resolution of the divorce. Generally, marital or community
property is property acquired by one or both of the spouses during the marriage. In some
jurisdictions, it may also include the appreciation of separate (nonmarital) property that occurs
during the term of the marriage. An example would be the appreciation in value, during the
marriage, of an asset owned prior to the marriage by one spouse who expended efforts that added
to the value of the property. In some jurisdictions, the increase in value during the term of the
marriage of a premarital asset is includible in the marital estate if the spouse actively participated
in the management and operations of the asset or investment. In other jurisdictions, active
participation is not required for inclusion. Community or marital property can be created through
the commingling of assets or the servicing of debt on premarital assets with marital property.
Separate Property
Separate property generally consists of assets that are separately owned by a spouse and are not
subject to division in a divorce. The title of property may or may not be a factor to consider under
the local law. The claim of property as separate property is often contested. It is generally the
burden of the spouse claiming the separate nature of the property to substantiate the claim. Such
claims may be based upon several assertions, such as:
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•
•
•
•
•
•

Premarital ownership
Gift
Inheritance
Recovery or award from personal injury
Proceeds from the sale of separate property reinvested into another item of property
Property that by agreement is separate under local law

In establishing and substantiating the separate nature of an asset, it is often necessary to trace the
history of the acquisition, maintenance, and disposal of the asset and its proceeds reinvested into
other assets. Tracing is performed to document the resources used to acquire the asset, establish
the propriety of a claim that it was not commingled with other marital or community assets, and
to demonstrate that the asset has not otherwise lost its separate nature. Examples of actions that
could taint or otherwise invalidate a claim include:
• Retitling property in joint names
• Commingling separate funds with marital or community funds (sometimes referred to as
the transmutation of property)
• Using the proceeds of the sale of separate property and commingling those proceeds in
the acquisition of marital or community asset
• Maintenance of separate property with marital or community funds or income, including
debt payment
• Gifting of assets by parents to both spouses
• Gifting of separate assets to the marital or community estate
Each of the above listed actions will result in a different finding depending on the jurisdiction in
which it occurs. It is important to know and understand the statutes and caselaw in the state of
jurisdiction, in order to either support or defeat a claim that an asset is separate property.
Separate and Marital or Community Debt
Debt may also be allocable directly to one spouse at the time of division of the marital or
community estate. For example, the debt secured with a separate (nonmarital) asset may be
allocated directly to the spouse awarded the asset. Margin debt associated with a separate
investment portfolio may be considered separate debt. Debt incurred by a spouse after the date the
marital relationship is deemed to have ended (e.g., the date of the complaint or separation) may
also be treated as separate debt. Each jurisdiction has its own statutes and law that may be used to
determine the separate nature of debt.
Occasionally, debt may be secured by separate property and the proceeds used to acquire marital or
community assets or pay off marital or community debt. In such a situation, tracing or other work
may be necessary to determine the character and subsequent allocation of the debt, including:
•
•
•
•

The intent of the parties
The use of the funds
The sources of repayment of the new debt
Any other pertinent jurisdictional factors

A number of states specify steps that must be taken in order for indebtedness to qualify as
separate. An example would be a requirement that the borrower notify the lender of the separate
nature of the debt prior to the loan being consummated.
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VALUATION DATES
One of the first issues to consider when valuing property is the date at which the valuation should
occur. In a number of cases, the client’s attorney provides the valuation dates that should be used for
property in divorces. The correct valuation date may depend on numerous factors, and, as a result, the
client’s attorney will usually be in the best position to provide the date or dates that should be used.
Since the distribution of the marital estate may take place at various dates, assets may be valued at a
variety of dates. Once again, however, this determination will depend on the jurisdiction and whether
the assets are considered active or passive, or are evaluated by a case-specific factor. The valuation
date in a divorce engagement may be one or more of the following dates:
•
•
•
•
•
•
•

Date of the marriage
Date of a gift or inheritance
Date of the separation
Date of the divorce complaint
Date agreed to by the parties
Date of the trial
Date of entry of the divorce

Date of the Marriage
The date of the marriage will generally not be used for valuing property unless local law allows a
claim that part or all of the property is premarital and that the appreciation in value since that date
is divisible. In this instance, the value of the property at the date of marriage is relevant. Property
interests that were acquired prior to the marriage or commingled during the marriage may become
marital or community property. Depending on local law, assets may be required to be valued at
the date of the marriage as well as a subsequent date to measure any incremental appreciation to
be considered for division.
Date of a Gift or Inheritance
Property acquired by gift or inheritance is generally considered separate property in most
jurisdictions. In those cases, the valuation of the property may not be necessary. However,
arguments may be raised that the separate property was commingled with marital or community
property. The commingling of property occurs when the separate property of the spouse is
combined with the separate property of the other spouse or with marital or community property.
In a number of cases, state law may hold that any increases in the value of property that occur
during the marriage and are attributable to the efforts of one or the other spouse are marital or
community property. In other cases, if only a portion of the assets ownership has been inherited
or gifted, the balance of the assets’ value may be subject to division. In a number of cases, the
value at the date of the gift or inheritance may be understated for tax purposes. If this occurs, the
CPA may be asked to examine estate or gift tax returns to determine the manner in which the
values were derived. In these cases, guidance may be required from the attorney.
Date of the Separation
In some jurisdictions, the date of the separation of the parties is considered to be the date on
which the property is valued. Other jurisdictions consider the date of separation to be the point
after which neither party contributes anything more to the marital estate, but not necessarily the
date to be used for the valuation. In other jurisdictions, everything is includible until a divorce
complaint is filed. If the date of separation is the applicable date, asset valuations may be
necessary as of that date.
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Date of the Divorce Complaint
In jurisdictions that consider the date of the divorce complaint to be the applicable date, assets
will generally be valued on that date.
Date Agreed to by the Parties
On occasion, the parties, with the help of their attorneys, may agree to a date to be used for the
assets’ valuation. The circumstances surrounding a particular divorce may encourage such an
agreement.
Date of the Trial
Many courts specify that assets in a marital dissolution must be valued as of the date of the
divorce. This requires the practitioner to value assets at a date as close to trial as possible. In these
jurisdictions, it is not unusual for opposing experts to use different dates depending on the
documentation that may have been available to them.
Date of Divorce
Some jurisdictions value property at the date of divorce. Issues arise that are similar to those
associated with the use of the trial date for the date of valuation.
DIVISION OF THE MARITAL OR COMMUNITY ESTATE
After identifying the assets and liabilities of the marital or community estate and the separate
property of the spouses, it is necessary to consider an appropriate allocation between the parties.
In community property states, this is an equal splitting of the value of the marital community. In
equitable distribution states, it is important to understand that equitable does not mean equal. A
disproportionate distribution of the value of certain assets is common.
Generally, the value of marital assets and the balance of marital debt are determined. Thereafter,
the assets’ value and debt balances are allocated to each spouse, according to guidelines
established by statute and caselaw. In common law and equitable distribution states, factors that
may be considered by the court, the litigants, and counsel include but are not limited to:
•
•
•
•
•
•
•
•
•

Each party’s age and health
Each spouse’s contribution to the marital estate
The marital standard of living
The effort of one or both spouses in relationship to a particular marital asset
The length of the marriage
Each spouse’s earning capacity
The ages and needs of dependent children in spouse’s custody
Each spouse’s education
Separate estate of the parties

In other states, these are examples of factors that may be considered for spousal support.
Each state has established its own framework for the allocation of the assets and liabilities of
marital estates, so it is necessary to be familiar with the guidelines within the states in which the
CPA practices.
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Finally, in the allocation of assets of the marital or community estate, it is also important to
consider the individual assets’ tax basis. An inequitable outcome can result from allocating equal
values of a high-basis asset to one spouse and low-basis asset to the other spouse. A common
example of this is the division of brokerage accounts containing a diverse stock portfolio, each
security with a different tax basis and resulting built-in gain or loss. It may, at first, appear each
has been given equal value. Nevertheless, upon the sale of the assets by each, the after-tax
distribution will be entirely different. In a number of states, taxes will only be considered to the
extent that they are immediate and specific.
The reader should refer to Appendix B, “American Bar Association Table of State Factors to
Consider in the Division of Property,” that indicates the factors each state considers in its division
of a marital or community estates.
INTEREST IN CLOSELY HELD BUSINESS OR PROFESSIONAL PRACTICE
Business valuation assignments for divorce proceedings have become a growing part of many
CPA practices. A discussion of the various valuation methodologies is beyond the scope of this
practice aid. Rather, this section is designed to point out those areas of valuation that are unique
to divorce. For a detailed discussion and additional information on performing business
valuations, see A CPA’s Guide to Valuing a Closely Held Business (product no. 056601) and
Understanding Business Valuation: A Practical Guide to Valuing Small to Medium Sized
Businesses, 2nd edition (product no. 056600).
Since closely held businesses, in many cases, are considered to be a marital or community asset,
the value of this asset must be determined. Closely held businesses include professional practices.
Performing a business valuation for a divorce is different from other types of business valuation
assignments in which the practitioner may get involved because the law in the jurisdiction of the
divorce must be considered. Besides understanding the nuances of business valuation, the
practitioner should become familiar with the local statutes and caselaw in order to avoid errors in
the valuation assignment. For example, in certain jurisdictions, the practitioner cannot consider
liquidation or sale unless it is imminent and foreseeable. In other jurisdictions, the practitioner
cannot consider any income streams that extend beyond the valuation date. Using a discounted
cash-flow methodology, which requires the use of a forecast to estimate value, may be a futile
exercise since the court may not allow the projected figures to be used. A theoretical dilemma
results because valuation methods generally involve estimating future earnings and/or cash flows
through some means, whether in the discount rate or an actual cash-flow projection. A clear
understanding of local law will help the practitioner design a presentation that effectively
supports his or her professional opinion.
STANDARDS OF VALUE
The attorney may be consulted in determining the standard of value, but because the conclusion of
value will be determined and defended by the CPA, the practitioner must be able to defend the
standard of value chosen. The standard of value varies depending on the jurisdiction in which the
divorcing parties live. Understanding the caselaw in your jurisdiction is important. Different
jurisdictions apply different standards of value. In fact, some variations on the standards of value
may arise from the court’s attempt to be fair. Some of the standards of value used by the courts are:
• Fair-market value (FMV)
• Intrinsic (fundamental) value
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• Investment value
• Fair value
Fair-Market Value
FMV is by far the most commonly used standard of value in the business valuation arena.
However, the standard and application of FMV varies by jurisdiction. Frequently, the standard of
FMV is quoted from IRS Revenue Ruling 59-60 as:
...the price at which the property would change hands between a willing buyer
and a willing seller when the former is not under compulsion to buy and the latter
is not under any compulsion to sell, both parties having reasonable knowledge of
the relevant facts.
This standard assumes a hypothetical arm’s-length sale without regard to a specific buyer or
seller. Despite referring to the value as FMV, some jurisdictions exclude portions of the business
enterprise, such as personal goodwill, from marital property. Further, in assuming a hypothetical
transaction, the valuation of a minority interest should generally be discounted for factors such as
the minority spouse’s lack of control and marketability. However, this may not be consistent with
the law in a specific jurisdiction. Some jurisdictions do not allow for discounts or for the
consideration of deferred taxes. Some jurisdictions assume a covenant not to compete in the
valuation, which may or may not be divisible.
Intrinsic Value
This is the value that an investor considers to be the true or real value that will become the market
value when other investors reach the same conclusion. In divorce, the intrinsic value in some
jurisdictions is known as the investment value to the owner of the business.
Intrinsic value recognizes that the business owner going through a divorce will not be selling the
business, and therefore, there will be no hypothetical transaction, as in a FMV appraisal. Instead,
the owner will continue to receive the benefits of ownership into the future. In this instance, the
business may be worth more or less to the owner than if it were transferred into the hands of a
hypothetical purchaser. This can also be construed as the value the owner would lose if he or she
were to be deprived of the business interest.
Investment Value
Investment value, by definition, is the value to a specific investor based on the individual
investment requirements and expectations. This standard eliminates the hypothetical buyer and
seller, using specific individuals instead. The concepts of investment value and intrinsic value
overlap in the divorce proceedings in many jurisdictions.
Fair Value
Fair value is determined based on local law or statute. Each state has caselaw or statutory law that
identifies unique circumstances and theories that depart from the definition of FMV, and that need
to be applied in valuing a business for purposes of asset distribution in a divorce. The business
appraiser in divorce valuations should understand these unique theories and circumstances.
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WHAT DO THE STANDARDS OF VALUE REALLY MEAN IN THE
CONTEXT OF A DIVORCE?
There is no dictionary available that can define the different value concepts that arise in divorce
matters. Much of the litigation that exists arises partially because of the various interpretations of
the value concepts. Although FMV and intrinsic value are not strangers to the experienced
business valuation practitioner, caselaw and state statutes govern the division of property between
the parties in a divorce. Unfortunately, most of the state statutes use the term value without any
precise definition. Caselaw has changed the landscape of valuation in a rather dramatic fashion
over the last several years.
A number of CPAs believe that a professional’s age, health, judgment, and skills are indications
of either investment value or intrinsic value. However, many of these factors may also be
considered in a FMV appraisal. The intrinsic-value argument takes the position that since the
professional or business owner will be staying with the enterprise, it is important to consider the
personal attributes of the owner.
Since FMV assumes any willing buyer rather than a specific buyer or the owner, the consideration
of personal attributes violates the spirit of FMV. The FMV argument assumes that the willing
buyer will be able to carry on the enterprise in a manner similar to that of the willing seller, and
as such, will have a similar level of judgment and skill to maintain the enterprise in a manner that
has value.
Intrinsic value, rather than FMV, is sometimes used in the valuation of professional practices for
divorce proceedings. Intrinsic value may also be applied to other types of closely held businesses.
Another major issue arises as a result of each jurisdiction’s determination of how these concepts
should be applied. One of the issues that may need to be considered by the appraiser is whether a
covenant not to compete by the spouse working in the business is to be included or excluded as
part of a FMV appraisal. Many but not all appraisers have interpreted FMV to have an implied
covenant. Logically, a willing buyer will not buy an enterprise, particularly its goodwill, if the
seller has the right to open up across the street. Some jurisdictions consider the value of a
covenant not to compete to be the separate property of the professional and therefore not
divisible; in these jurisdictions, this issue may be highly contested.
DIVORCE VALUATIONS OF PROFESSIONAL PRACTICES
Professional practices are generally valued in a manner similar to other types of businesses.
Nevertheless, there are differences in valuing professional practices. A number of the unique
characteristics of the professional practice make them subject to special considerations in the
valuation, particularly for divorce.
Professional practices are, by definition, service businesses. Most of the value in a professional
practice may be intangible in nature. The typical professional practice does not have a significant
investment in tangible assets. However, other professional practices may have a sizable
investment in equipment. Professional practices with specialized services generally require the
owners, and frequently their employees, to possess special levels of knowledge.
Professionals, such as doctors, lawyers, accountants, appraisers, and others in the professions, are
generally licensed by a state licensing body. Professional licenses are personal to the
licenseholders and may not be transferred. Therefore, professional practices may be sold only to
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similarly licensed professionals. The market value, using the definition of FMV, of a professional
license is nonexistent. This suggests, under traditional valuation theory, that it cannot have value
because it cannot be sold. Nevertheless, a license provides the professional with the ability to
make a living, and, therefore, it has intrinsic value to the individual licensee. In certain states, the
value of a license is considered a marital or community asset, but not in others.
The divorce courts have created many precedents regarding the valuation of professional
practices. The precedents vary from jurisdiction to jurisdiction. The appraiser should become
familiar with the caselaw in this area.
Further, government regulations affect the value of professional practices, such as health care
practices whose services rendered are billed based on price schedules prescribed by Medicare or
Medicaid. In the valuation of medical practices and in other regulated industries, the practitioner
should be familiar with the regulatory body’s impact on the potential earnings of the entity.
Goodwill in a Professional Practice
Professional goodwill (sometimes called personal goodwill) is the goodwill that is associated
primarily with the individual, while practice goodwill (sometimes called business or commercial
goodwill) is the goodwill associated primarily with the entity. For example, assume John Smith,
CPA, is a partner at PricewaterhouseCoopers. If a new client calls the firm specifically requesting
John Smith, the request shows that there may be personal goodwill associated with that
individual. On the other hand, if the client wants a national firm name on the financial statements,
contacts PricewaterhouseCoopers, and ends up with John Smith, the contact is probably the result
of practice goodwill. Sometimes, the two types of goodwill overlap.
The existence of professional or personal goodwill is based in the fact that clients come to the
individual, as opposed to the firm. This may be based on the individual professional’s skills,
knowledge, reputation, personality, and other factors. The implied assumption is that if this
individual moved to another firm, the clients would follow him or her. Generally, upon the sale of
a practice, professionals will assist in a smooth transition of the customer base to the new owner.
Professional Versus Practice Goodwill
The issue of personal versus professional goodwill arises most often during divorce-related
valuations of professional practices. In some jurisdictions, there is little reason to separate the two
concepts. A number of courts have determined that a sole practitioner in any profession is the
practice, and, therefore, can possess only personal goodwill. Still, it is also sometimes argued that
a sole practitioner may have both forms of goodwill. These concepts become important in
divorces in which one type of goodwill is divisible and the other is not.
The standard of value to be applied and the caselaw regarding goodwill varies depending on the
jurisdiction. The practitioner should ascertain from counsel, early in the process, the proper
standard of value to be used. Additionally, the practitioner should understand the caselaw
regarding valuation in the jurisdiction of the divorce and seek guidance from counsel.
A number of courts have found that goodwill is an asset to be included in the marital estate of a
professional for divorce purposes. In those states, professional goodwill is considered marital
property even though it is not transferable. Other states take the position that professional
goodwill is not a marital asset subject to division, but practice goodwill is.
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KEY ELEMENTS OF PROFESSIONAL PRACTICE VALUATION
Not unlike other valuation assignments, when performing an appraisal for a divorce, financial
statements may need to be adjusted for the normalization of assets, liabilities, income, or expenses.
Reasonable Compensation
One of the most contested areas of an appraisal performed for a divorce is the determination of
the level of reasonable compensation. This adjustment can have a large impact on the conclusion
of value. As with any kind of business valuation, the purpose of this adjustment is to reflect the
replacement cost of the owner at a market rate of compensation. This should be based on the
skills that are required to perform the current job duties for the business being valued. In
assessing reasonable compensation, specific factors may be considered, depending on the
jurisdiction. Alternatively, there may be no guidance. Such factors may include but not be limited
to work hours, skills, reputation, geographical market, the ability to generate new business, the
economic climate, and the independent investor’s test. (The independent investor’s test is,
“Would a disinterested stockholder approve the compensation paid as being reasonable?”)
In a number of jurisdictions, the amount of salary that is built into the valuation may also be used
for the determination of support. This is commonly referred to as the double dip. The double dip
allegedly occurs if the value of the business is determined by adding back excess compensation to
the businesses income, while support is determined based on the higher level of compensation. In
this circumstance, the business owner is affected by the value of the excess compensation in
both the value of the business as well as the amount of support determined. The practitioner
should be aware of the caselaw or lack thereof related to the double-dip concept in the
jurisdiction of the divorce.
OTHER DIVORCE VALUATION CONSIDERATIONS FOR PROFESSIONAL PRACTICES
Rather than treating income generated by career assets as a factor in the ability of an individual to
pay support, some courts have found these assets to be divisible. The inclusion of these assets is
jurisdictionally specific. The practitioner should determine the appropriate law applicable in their
cases. Some of the career assets are discussed in the following sections.
Professional Licenses
The value of a professional license can be considered an asset of the marital estate, separate and
apart from the professional practice. Under this thinking, the license is treated as an asset with an
earnings capacity that was acquired during the marriage, and is divided.
Degrees or Certifications
Similar to the valuation of professional licenses, some jurisdictions have determined that
educational degrees or certifications may be divisible. The valuation process compares the
earnings potential over the work-life expectancy between an individual with and without the
educational degree or certification.
Celebrity Goodwill
The concept of celebrity goodwill is based on the premise that the enhanced earnings capacity of
a celebrity is divisible. The New Jersey Superior Court found, for example, that Joe Piscopo, best
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known at the time as an entertainer on the television program Saturday Night Live, had a marital
asset with value called celebrity goodwill [231 N.J. Super 576 Ch. Div. (1988)].
Covenants Not to Compete
Many practitioners believe that a covenant not to compete is implicit in the definition of FMV.
Separating the value of the intangible assets (goodwill) from the value of the noncompete
agreement is frequently a difficult task. Many jurisdictions are beginning to associate the
covenant not to compete with personal goodwill. In those jurisdictions that do not distribute
personal goodwill as a marital asset, a covenant not to compete is also not a marital asset. Income
derived from the covenant may be used to determine support.
Buy-Sell Agreements
Many business owners enter into buy-sell agreements between themselves and/or their
companies. A buy-sell agreement may assign a specific price, a percentage of book value, or
some other formula to compute the amount an owner will be paid for his or her interest in the
business upon the occurrence of a specific event. The event may be termination, retirement,
disability, or divorce. The value may or may not reflect the FMV of the owner’s interest. Buy-sell
agreements are often crafted to induce the owner-worker to continue working at that entity. Still,
buy-sell agreements may serve many purposes, such as to ensure the liquidity to pay estate taxes
if someone dies, or to enable the eventual buyout of a surviving spouse. Such agreements are
generally formulated in an arm’s-length negotiation that facilitates arrangements that serve the
best interests of both the parties and the business.
Some jurisdictions have caselaw that addresses the issues created by buy-sell agreements in the
valuation of a business in a divorce. CPA valuators should become familiar with how their
respective states treat this issue.
RETIREMENT ASSETS
Defined-Benefit Pension Plans
Retirement plans may be the largest assets that a couple accumulates during a marriage. The
division of assets requires a great deal of care, particularly since most plans have large potential
liabilities that can become due in the absence of proper documentation. The issue of valuation can
be quite complex because vesting schedules may apply for a domestic litigation valuation. There
are a number of qualified retirement plans, namely, those that meet the requirements of Internal
Revenue Code (IRC) Section 401, including defined-contribution, defined-benefit, and employee
stock ownership plans (ESOPs).
About 44 million American workers and retirees are covered by defined-benefit pension plans
that are insured by the Pension Benefit Guaranty Corporation (PBGC), a federal agency. Definedbenefit pension plans are traditional plans that promise workers a specific monthly benefit at
retirement. The amount of the benefit is known in advance, usually based on factors such as age,
earnings, and years of service. The plan may state this promised benefit as a percentage of salary
and years of service with the company (for example, one percent of the final pay times years of
service), or as a specific dollar amount and years of service (for example, $30 per month at
retirement for every year a person has worked for the company), or as an exact dollar amount (for
example, $100 per month at retirement).
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In order to be able to pay the benefits earned by the workers, employers are required to make
contributions to the plans. The contributions are then supplemented by earnings from the
investment of the plan assets. The employer bears the investment risk. To the extent that the plan
earns money in excess of expectations, it decreases the requirement for future employer
contributions; to the extent that earnings fall short, it increases future employer contributions.
Defined-benefit pension plans offer workers a number of distinct advantages:
• Workers know in advance what their retirement benefit will be.
• Employers, not workers, are responsible for providing retirement benefits. The benefits
are not dependent upon the amount of money workers are willing or able to contribute,
nor are they subject to the fluctuations of the stock or bond market.
• A worker can earn a reasonable retirement benefit under a defined-benefit plan, even if
the worker has not been covered by a retirement plan earlier in a career.
• A retired worker can receive an annuity, such as a monthly benefit for the worker’s and
surviving spouse’s life, unless both the worker and spouse elect otherwise.
• Defined-benefit plans can provide additional valuable benefits to workers, such as early
retirement benefits, extra spousal benefits, disability benefits, benefits for past service,
increased benefits, or cost-of-living adjustments (COLAs).
• PBGC guarantees to pay most and often all of the worker’s earned benefits if the plan is
unable to pay the benefits.
The pensions of workers covered by private defined-benefit pension plans are insured by the
PBGC. If the employer has financial difficulties and cannot fund the pension plan, the PBGC
takes over the plan and begins to pay benefits to workers already retired and to others when they
retire. PBGC does not guarantee benefits such as health care, vacation pay, severance pay, or
other benefits that are not considered part of the basic pension benefits. Although there are legal
limits to the amount PBGC pays ($160,000 currently), the majority of people covered receive
their full benefit.
Unless the parties are in retirement, there are usually no immediate distributions available to
either the employee or nonemployee spouse from a defined-benefit plan. But the plan(s) may
need to be identified and valued in determining the marital estate.
The factors to consider in valuing and characterizing the plan can be complex. Depending upon
the state, some of the factors are:
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Date of marriage
Date of employment
Date of initial coverage in the plan
Date of divorce
Date when benefits are to be received
Employee’s age
Employee’s spouse’s age
Life expectancy of employee
Life expectancy of the employee’s spouse
Terms of the plan
Value of the plan at date of marriage
Value of plan currently
Expected value of plan at date of retirement
Expected value of plan at date of inception of receipt of benefits
Expected rate of return
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• Earnings history of the employee
• Whether or not employee is vested
Various combinations of the above factors can create diverse results when computing the value of
the plan to the estate. As in many facets of family law, each state has its own rules, regulations,
and requirements for the factors to be considered when computing marital or community value.
Over time, those requirements evolve, so CPAs should ensure they are working with the most
current criteria.
Valuation of Defined-Benefit Plans
There are several ways to value a defined-benefit plan. Caselaw affects the valuation techniques
used for these plans. Issues such as vesting risk, marketability, and other issues are relevant in a
number of jurisdictions.
One method is the discounted present-value method discussed in the following, “Example:
Calculation of Value of Defined-Benefit Plan to Marital Estate.” Two present values can then be
computed. The first is the present value of all the sums to be received back to the initial date of
receipt of benefits. The second calculation is to then consider that computed present value to be a
future value and then compute the present value back to the valuation date. A number of states
require additional steps that factor into the value the probability of the death or disability of the
employee, or the probability of the employee leaving employment.
Another alternative is to place no value on the plan, but to divide the benefits in some percentage
or absolute dollar amount as they come in using a Qualified Domestic Relations Order (QDRO),
which will be explained in the following.
Example: Calculation of the Value of a Defined-Benefit Plan to a Marital Estate
Expected monthly benefit to the employee at
date of marriage

$117.28

Expected monthly benefit to the employee at
retirement, computed as of the valuation date

$229.75

Current age of employee

53 years, 0 months

Expected age of retirement and age when
benefits begin

65 years, 0 months

Life expectancy

81 years, 0 months

Rate of return

7 percent

Calculation of the present value at age 65 of a stream of monthly $112.47 payments the marital or
community “earned” (the current benefit of $229.75 less the benefit at the date of marriage of
$117.28 for 16 years or 192 months) at return of 7 percent equals $12,969.21.
Marital or community benefit at age 53 of an asset worth $12,969.21; at age 65 equals $6,651.80.
This example assumes the plan was in existence before the marriage. An alternative method to
arrive at a value of a plan in existence prior to the marriage is with the use of a coverture fraction.
Coverture fractions are discussed in greater detail in the following section entitled “Stock Options
as Marital Versus Nonmarital Property.”
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This calculation is for example purposes only, and is not to be considered the proper method that
conforms to the requirements for any one particular state. For example, a number of states require
the inclusion of factors such as the probability of death or disability.
Defined-Contribution Plans
A defined-contribution plan is a traditional qualified retirement plan in which the contribution is
defined but the ultimate benefit to be paid is not. This kind of plan can take on many forms and is
known by many names such as savings plan, money purchase plan; profit-sharing plan; ESOP;
401(k) plan; and/or 403(b) plan. An individual account is set up for each employee and the value
of that account is easily ascertainable at any time. Each employee’s account is the sum of
contributions, plus earnings, net of losses and withdrawals. A number of plans offer these
valuations on a daily basis while others perform them less frequently. Plans must value each
employee’s account at least annually.
Conflicts Between State and Federal Pension Law
If conflicts arise between state and federal law, federal law controls. ERISA “shall supersede any
and all State laws insofar as they may now or hereafter relate to any employee benefit plan” (29
USCA §1144). Nevertheless, the Internal Revenue Code (IRC) specifies instances in which state
law controls.
Qualified Domestic Relation Orders
A QDRO is a court order directing a pension plan to award a portion of a participant’s accrued
pension benefits, or account balances, to a former nonemployee spouse or dependent pursuant to
a divorce. All plans are different and, upon retirement, a number of plans require the beneficiary
to take a lump-sum payout of the plan, while others will allow for annual installments or
conversion to an annuity. In a divorce, it is important to know the available alternatives so the
distribution to the nonemployee spouse can be completed most advantageously.
QDROs are used mainly to do one of the following:
1.
2.
3.
4.

Divide retirement plans as marital property.
Pay alimony.
Pay child support or child support arrearages.
Secure the payment of other divorce-related obligations.

The IRS has released an Internal Revenue Bulletin (IRB) No. 1997-02, Notice 97-11, 1997-1 CB 379
that provides sample language for QDROs. There are many Interpretations of the pension law, and
each plan has preferences as to the specific language to be used. Part I of the IRB contains information
on issues that should be considered in drafting a QDRO, and Part II provides sample language
that “could” be included in the QDRO. It is important to remember that the language suggested
by the IRS is general in content and does not address the specifics of every plan in existence.
There are more and more retirement plans now offering model language, or model orders specific
to their plan in which the drafter of the QDRO simply fills in the blanks. Before these blanks are
filled in, it is important to gain an understanding of the options and benefits available.
The drafter of a QDRO is not limited to the language of the IRS, or to the model language offered
by the plan. However, the trustee of the plan must approve the language used before any division
will be made.
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The model language the IRS offers only applies to nongovernmental, ERISA-qualified plans.
QDROs and QDRO-model language do not apply to any city, county, state, federal, military, or railroad
retirement plans. This can present several problems in the negotiation of an equitable settlement.
Federal government retirement plans, such as the Civil Service Retirement System or the Federal
Employees Retirement System require a Qualified Court Order (QCO). Military plans require a
Military Order (MO), and railroad plans require Railroad Orders (RO). A number of municipal
and county plans will not accept any type of court order to divide retirement benefits. Each
retirement plan that needs to be divided pursuant to a divorce requires a separate order. A court
order to divide retirement benefits is not a QDRO until it is accepted by the trustee of the plan.
Thus, it is not qualified when entered by the court and, until the order is qualified, it remains a
domestic relations order (DRO). The relevant IRB, Notice 97-11, 1997-1 CB 379, has a clear
explanation of this and other related issues in Part I of its appendix. The IRB contains the
statutory requirements, (i.e., the language needed to draft a QDRO), and can be used as a source
for basic language.
In some instances, a participant may not be fully vested in the contributions made to the plan by
their employer. What the IRB does not explain is that a QDRO can still be drafted on this type of
plan regardless of vesting. In fact, a QDRO can be drafted to pertain to specific subaccounts, such
as accounts containing only employee contributions. Unvested benefits can be divided, but will
not be paid until they are vested as a result of the employee’s service. An order dividing a plan
can never confer benefits on the nonemployee spouse that the employee spouse could not receive
under the plan.
All QDROs must include a designated alternate payee. That is defined as a spouse, former
spouse, child, or other dependent of the participant, pursuant to IRC Section 414(p)(1)(A)(i), who
is recognized as having the right to receive all or a portion of the benefits payable under the plan
with respect to the participant. The order must specify other information such as the amount or
percentage of the participant’s benefits that are to be paid to the alternate payee, the manner in
which the amount is to be determined, the number of payments, and the period to which the order
applies. The order must specify each plan to which the order applies (i.e., the specific name of the
plan, and the date of the divorce or division), along with the following information about the
participant and the alternate payee:
•
•
•
•

Full names
Last known mailing addresses
Social security numbers
Dates of birth

There are generally two approaches to drafting a QDRO that apply to defined-benefit plans. They
are the separate interest approach (also known as the independent interest approach), and a
simple division with or without survivor benefits attached (sometimes referred to as a sharedinterest approach). IRB, Notice 97-11, references both of these approaches.
The primary difference between the two approaches is that the separate interest approach adjusts
the amount awarded to be paid over the lifetime of the alternate payee rather than that of the
participant’s lifetime. That is, the awarded benefit will be converted to a payment based on the
age and gender of the alternate payee as opposed to that of the participant. Keep in mind that
some defined-benefit plans will not award an independent interest to an alternate payee.
The benefit itself may be divided or awarded in terms of a percentage, a flat dollar amount, or by
a fractional method. Each method of division will result in different amounts being awarded.
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Consideration should be given to either fixing the benefit as of the date of divorce or prorating the
final retirement benefit by way of the fractional method that may allow for some growth in the
alternate payee’s share. Consideration should also be given to whether the nonemployee spouse
can receive COLAs, elect survivor benefits, and to how the cost of those benefits will be borne.
Under a QDRO, the alternate payee can commence benefits at the participant’s earliest retirement
age, regardless of whether the plan is a defined-contribution plan or a defined-benefit plan and
regardless of whether or not the participant retires. Under a defined-benefit plan, the normal
retirement benefit will be reduced to reflect the earlier commencement of benefits. This is not
possible with governmental plans. Under some court orders dividing retirement benefits other
than QDROs, the alternate payee must wait until the participant commences retirement benefits.
The participant controls under these circumstances.
In a defined-benefit plan, upon the death of the alternate payee, benefits cease and are generally
forfeited to the plan, unless otherwise allowed by the plan and specified in the QDRO. Benefits
otherwise payable to the alternate payee can revert to the participant or to contingent alternate
payees. With some plans, it is possible to name the children of the marriage as contingent
alternate payees. However, certain restrictions apply when naming a dependent as an alternate
payee, other than a former spouse, specifically in terms of how long the benefit is paid to them. A
number of plans will not allow the benefit to revert to a participant if an independent interest is
granted to the alternate payee. If the survivor benefits are foregone by the nonemployee spouse,
the nonemployee spouse may choose to ensure those benefits with life insurance purchased on the
life of the employee spouse.
Other issues to consider include awarding the alternate payee any possible subsidized benefits,
COLAs, and postretirement increases. Subsidized benefits are usually in the form of early
retirement incentives or enhancements to the monthly benefit to encourage early retirement. If not
mentioned in the QDRO, the alternate payee will not receive these benefits and, therefore, the
result may not be equitable. The same is true for COLAs or postretirement increases. If not
mentioned, they too may not be awarded to the alternate payee.
OTHER TYPES OF RETIREMENT PLANS
The following is a brief overview of the other types of individual retirement plans:
• Standard individual retirement accounts (IRA) can be established by both spouses, if
they are both wage earners. Only a limited contribution can be made to these types of
accounts, and the amount deductible phases out over a certain income limits.
• Roth IRAs follow the same rules as the standard IRA, but contributions are made with
after-tax dollars. The differences between Roth and standard IRA are detailed in the
table attached as in Appendix D, “Retirement Plans―Divorce Planning Considerations.”
• Keogh or HR-10 plans are qualified employer plans set up by a self-employed individual.
A sole proprietor or a partnership can establish a Keogh plan. Also, it can be established
and maintained by employers that are corporations with all the same rules and regulations,
with certain exceptions.
• Savings incentive match plan for employees (SIMPLE) IRA plans, created as a result of
the Small Business Job Protection Act of 1996, may be established and funded through
individual IRA accounts or may be part of a 401(k) plan. Companies with one hundred
or fewer employees, and no other qualified plan, are eligible to establish SIMPLE IRAs.
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• Simplified employee pensions (SEP) represent an easy, low-cost retirement option plan
for employers. Under a SEP, employers make contributions to their own IRA and the
IRAs of their employees, subject to certain limits.
• 412(i) plans are defined-benefit plans that are ideally suited for the small business owner
with six or fewer employees. Funding requirements fall under the IRC Section 412(i), and
were created for the purpose of benefiting the small business owner. An attractive solution
offering a simple alternative with maximum current tax deductibility and guaranteed
retirement benefits. This plan may also allow the participants to “cash out” their plans at
retirement, whereby one lump sum is paid at retirement instead of the monthly payments.
Other Deferred-Compensation Plans and Arrangements
It is not uncommon for highly compensated executives to be rewarded with nonqualified plans
that can take many different forms. The division and distribution of these plans is different from
those of qualified plans in that they cannot be divided by a QDRO. Many times, these plans
cannot be physically divided at the time of the divorce, but are divided by asset offsets or as the
benefits are paid. There is a more in-depth discussion later on about the tax issues associated with
nonqualified deferred compensation plans.
Annuities. Annuities are contracts issued by insurance companies. Annuities are designed to
serve as both an investment vehicle and a source of income during retirement. Annuities offer
several benefits and advantages for clients who are seeking retirement savings, retirement
income, or tax control. Unlike some other retirement plans, annuity investments are made by the
individual with after-tax dollars. As with almost any type of investment, there are benefits and
risks associated with annuities:
• Tax-deferred growth. The funds deposited in an annuity compound and any earnings
grow tax-deferred until clients withdraw their money, possibly years after the
contributions, at a time their tax brackets may be lower.
• Unlimited contributions. Unlike an IRA or a company-sponsored retirement plan, an
annuity does not limit the amount individuals can annually contribute, nor does an
annuity restrict the timing of those contributions.
• Guaranteed death benefit without probate. Annuities provide a guaranteed death benefit
that is payable to named beneficiaries. Although the death benefit is taxed as ordinary
income, an annuity avoids the costs, delays, and publicity of probate.
STOCK OPTIONS
Black’s Law Dictionary, Seventh Edition, states, “An option allows a corporate employee to buy
shares of corporate stock at a fixed price or within a fixed period. Such an option is usually
granted as a form of compensation . . . .” Employers may grant or sell stock options to their
employees, although most are granted. Options are granted for several reasons, including as an
incentive to accept employment, a reward for past service, and an encouragement to perform
future service. Why they were granted can become an important issue in a divorce proceeding.
There are qualified and nonqualified stock options. The taxation of stock options is governed by
IRC Sections 422 through 424.
Qualified Stock Options
In order to be qualified, the options must meet all of the requirements of IRC Section 422(b). The
option, by its terms, cannot be transferable except by death, and can only be exercisable by the
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employee during the employee’s lifetime. The underlying stock must be shares of the employer
corporation, its parent, or a subsidiary. There are other requirements, including limitations on
exercising the option and transfer rules.
Incentive Stock Options
Incentive stock options (ISOs) are the common form of qualified stock options and may only be
granted to employees of a corporation, including parent and subsidiary corporations. In return for
favorable tax attributes, significant restrictions are placed upon the structure of incentive stock
option plans and the transferability of the options granted under the plan. The exercise price of
ISOs cannot be less than the stock’s FMV at date of grant. The taxation of ISOs is governed
under IRC Section 422. IRC Section 422(a) requires that the employee receiving the grant must
not dispose of the incentive stock option within two years subsequent to the date of grant or one
year after the exercise of the grant. The taxation of ISOs is discussed more completely later in this
practice aid.
There is a limit of $100,000 on the aggregate FMV of incentive stock option grants that may be
issued to an employee in a calendar year. In the event that ISOs in excess of $100,000 are granted
to an employee in a calendar year, IRC Section 422(b) requires that options in excess of this
amount will automatically be treated as nonqualified stock options (NQs). ISOs receive more
favorable tax treatment than NQs.
Nonqualified Stock Options
NQs are the simplest type of stock option. They allow individuals to purchase a specified number
of shares of company stock at a fixed price immediately or upon the occurrence of a certain event
or upon the passage of a specific period of time. NQs are often subject to vesting requirements.
This type of option does not meet the requirements of IRC Sections 421 through 424 and is,
therefore, identified as nonqualified. The exercise price of nonqualified stock options can be
lower than market price at date of grant, unlike ISOs.
Nonqualified stock options may be granted to employees or nonemployees, including vendors
and service providers, unlike ISOs, which may only be granted to employees. The taxation of
nonqualified options is discussed more completely later in this practice aid.
Reload Options
Reload options may be either incentive stock options or nonqualified stock options. Generally,
the purpose of the “reload” options is to encourage the early exercise of stock options by the
granting of replacement options upon the exercise of previously granted stock options.
VALUATION OF STOCK OPTIONS
A variety of methods for valuing stock options have evolved over time. The two most common
and well-known methods of valuation are the intrinsic-value method and the Black-Scholes
option pricing model. The intrinsic-value method is based on an intuitive model which measures
the difference between a stock option exercise price or “strike price” and the market value of the
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stock at a specific date. The Black-Scholes option pricing model was developed by Fischer Black,
Robert C. Merton, and Myron Scholes.5
The Black-Scholes option pricing model is a very complex mathematical model. Each method of
valuation has advantages and disadvantages.
Intrinsic-Value Method
The intrinsic-value method has appeal because of the simplicity of its application. A tradeoff for
this simplicity is its limited accuracy. Simply valuing the option at the difference between the
current market value of the underlying stock and the exercise price ignores the time value of the
option. Specifically, during the remaining life of the option, the underlying stock may increase or
decrease in value, without any required investment by the option holder. Thus, the intrinsic-value
method ignores the potential increase or decrease in option value from future changes in the value
of the underlying stock. The intrinsic-value method also assumes that the option is freely
marketable or exercisable at the date of valuation. Yet, as a result of rules governing stock options
plans and IRC requirements, stock options, whether qualified or nonqualified, are typically not
freely transferable and, depending on vesting, may not be exercisable. An option valued under the
intrinsic-value method, therefore, ignores factors that may both increase or decrease its value.
The most obvious weakness of the intrinsic-value method is that it ignores the time value of the
option. For example, under this method, an option with an exercise price below the market value
of the underlying stock at the valuation date is worthless.
Thus, ISOs would appear to have zero value at grant date under this method since ISOs must be
issued with a strike price which is at or above the market price of the stock on the date of the
grant. This result would appear to undervalue stock options in many instances.
The adjusted intrinsic-value method attempts to give some recognition to this apparent disparity
by placing a minimum value on the time value of the option, and adding this value to the intrinsic
value of the option at the date of valuation. That is, a stock option with zero intrinsic value will,
in many instances, have positive value according to the adjusted intrinsic-value method and that
value is based on the right of the option holder to share in potential future appreciation without
any monetary investment or carrying costs (e.g. the time value of the option). Unlike the BlackScholes option pricing model, the adjusted intrinsic-value method estimates the time value of the
option based on the saved carrying costs of purchasing the stock and holding it until exercised,
which is assumed to occur just prior to expiration. This will generally result in a lower value than
the Black-Scholes model since no additional value is imputed due to potential future appreciation,
which is an important variable under the Black-Scholes model.
The adjusted intrinsic value of a stock option is calculated using the following equation:
Market price of stock at date of valuation
Less: Present value of strike price at date of valuation
Less: Present value of expected dividends at date of valuation
Equals: Adjusted intrinsic value

5

Scholes and Merton were awarded the Nobel Prize in Economics in 1997 for their work in developing the options pricing
model. (Fisher Black died in 1995.)
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The resulting value comprises the intrinsic value at the date of valuation plus the minimum time
value of the stock option. The number of periods in the computation assumes the holding period
extends through expiration of the stock option and the discount rate is based on risk-free rates.
Black-Scholes Option Pricing Model
The use of the Black-Scholes option-pricing model in valuing employee stock options,
particularly in divorce situations, is not universally accepted or easily applied. If employee stock
options are valued using the Black-Scholes option-pricing model, the reader should be aware of
potential weaknesses in the methodology. The Black-Scholes option-pricing model was created to
value publicly traded stock options, or calls. As such, these publicly traded stock options are
freely marketable. Incentive and nonqualified stock options have various marketability
restrictions placed upon them depending on the valuation date. As a consequence, they may not
be freely marketable. For this reason, appraisers may apply a discount for lack of marketability
(DLOM) when valuing options using the Black-Scholes model.
Valuing stock options under either method requires great care because each state may have its
own requirements concerning the appropriate valuation method. The practitioner is advised to
clearly understand and discuss with counsel the methods of valuation which are acceptable under
the applicable state law when valuing stock options for the division of the marital estate.
A detailed analysis and examples of option valuations is beyond the scope of this practice
Readers are advised that numerous texts are available providing in-depth examination
application of the valuation of stock options using the Black-Scholes option-pricing model
other binomial models. In addition, there are numerous Web sites providing spreadsheets
templates that apply to the Black-Scholes option-pricing model.

aid.
and
and
and

STOCK OPTIONS AS MARITAL PROPERTY
After identifying the existence and type of employee stock options and determining the value of
those options, it becomes necessary to determine what part, if any, of the options are marital or
community property subject to distribution. In matrimonial litigation, there is often disagreement
about whether a stock option is an asset of the marital estate. Conflicts arise as to whether or not
the stock option has vested in the hands of the employee spouse, whether ownership rights were
earned during the marriage or why the employee spouse was awarded the option. The intention of
the employer in granting employee stock options is often debated. Were the options granted as a
result of past performance that may have been prior to the date of the marriage? Were the options
granted during the marriage as an incentive to continue employment with the employer during the
marriage? Were the options granted for a combination of reasons, some of which occurred prior
to the marriage or will occur after the marriage, and others that occurred during the marriage?
Another contested issue revolves around the question of when options actually vest with the
employee. Black’s Law Dictionary defines vested as “a right that is fixed, accrued, settled, and
absolute, and not subject to be defeated by a condition precedent.” Disputes arise in situations
that include options that may have been granted either:
• Prior to the marriage and that by a stated schedule vest during the marriage; or
• During the marriage, but also by a stated schedule, and vest after the marriage has
ended.
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STOCK OPTIONS AS MARITAL VERSUS NONMARITAL PROPERTY
In a number of cases, the issue of whether stock options are marital or separate (nonmarital)
property is clear-cut. For example, options which are granted to an employee spouse, either as
compensation or incentive for future services after the date of separation or complaint (or other
valuation date defined by local law) may not be considered to be marital property.
Options granted to the employee spouse as a result of services rendered during the marriage, but
unvested due to the insufficient passing of time, may be considered marital property.
Stock options that were granted during the term of the marriage and are fully vested upon the
appropriate valuation date may be marital or community property.
Other cases are less clear and require analysis and attention to state law.
Coverture Fraction
In cases involving unvested stock options and their classification as marital or community, or
separate property, an allocation based on a time has evolved. This method is known as using a
coverture fraction. Several methods of computing the coverture fraction have been developed.
The product of the equation determines the quantity of shares from the vesting of a block of
options that are includible in the marital estate, or as community property. The following
represents one version of the formula:
Number of months from date of grant
to date of separation
Marital property =
x
Number of months from date of grant to the
date the option could be exercised

Number of shares available
for purchase at the option
date in question

Other forms of coverture fractions exist and generally employ the same theory. However,
different measurement dates relative to date of marriage, employment, separation, or complaint
and vesting may be substituted from the formula described above. Different states have different
valuation dates. Generally, coverture fractions divide the entitlement or apportionment of an asset
based on the period of the marriage over the period during which the asset was earned.
STOCK OPTIONS: ASSETS FOR DIVISION, INCOME FOR ALIMONY
AND CHILD SUPPORT, OR BOTH
With increasing frequency attributable, in part, to the growth and use of stock options, courts are
being asked to determine whether income from vested but unexercised or exercised stock options
should be considered for purposes of income for determining alimony and child support
obligations. Clearly, there is little doubt the options represent a form of compensation. Each state,
however, may have its own law that determines whether the vested but unexercised options or
income from exercised options are considered income for purposes of support. Several states have
issued opinions concerning the treatment of the vested but unexercised stock options as income
for purposes of setting alimony and child support orders. An analysis of the existing case law in
each state is beyond the scope of this practice aid.
In many instances, options are considered to be compensation to the recipient as they become
vested. There are, however, important questions raised in the interest of fairness. In one case,
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Seither v. Seither (Florida District Court 1999), unvested stock options were deemed to create
income. The excess of the market price of the underlying stock over the option exercise price
was deemed to be income. The fact that the options were unvested and subject to forfeiture was
not sufficient to find the options did not present income in this case. Other cases have also
measured income by computing the excess of the market value of the stock over the exercise
price of the option.
There are four key questions raised by these findings:
1. If unvested stock options, which were considered income in a prior year, are forfeited
due to a termination of employment or other reason, does that give rise to a reduction in
income in the year of forfeiture?
2. In a case in which income is determined by computing the excess of the FMV of the
underlying stock over the exercise price of the option, should there be a corresponding
deduction in a subsequent year if the underlying market value of the stock decreases below
the point at which it was in the year in which income was attributed to the option holder?
3. If the FMV of the stock falls below the option exercise price at which the option is
deemed to be “under water” or “out of the money,” resulting in no “intrinsic value” for
the option, should that reduce the income available for alimony and child support in the
year of decline?
4. If options are exercised in a year subsequent to the divorce, but were considered to be an
asset for purposes of equitable distribution, should that income be ascribed to the
employee spouse for purposes of determining his or her ability to pay alimony and child
support in a subsequent year?
In the interest of fairness, issues involving stock options are best resolved quickly and equitably
to avoid unreasonable litigation costs.
PERSONAL RESIDENCE
Contention over the marital residence is not unusual in divorce. One potential area of
disagreement is the valuation of the residence. A number of methods can be used to value a
residence. A real estate appraiser can appraise the property, a realtor can perform a market
analysis, or the property can be sold.
Whether or not the residence is to be sold, the potential tax on any gain, whether realized or not,
can become a valuation issue. The expenses associated with the possible sale of the property may
cause disagreement about the valuation of the home. Some jurisdictions do not consider the
expenses associated with the sale of a residence or the tax consequences of a hypothetical
transaction unless they are quantifiable and are anticipated to occur in the immediate future. One
legal theory argues against using estimates of these expenses because they are so speculative that
they should not be considered in the valuation.
The types of expenses associated with the sale of a home may include sales commissions, legal
fees, closing expenses, title insurance, prorations, income taxes, and other related costs. The
amounts and timing of these expenses change over time and with local custom. If the sale date of
the property cannot be reasonably estimated, the expenses may become speculative under local
law and, therefore, should not be considered in valuing the property for distribution.
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CHAPTER 6
SUPPORT
DETERMINATION OF INCOME
A determination of each party’s income is typically a prerequisite to the computation of spousal
support or child support under each state’s guidelines. The amounts and types of income that
should be included are determined by each state’s statutes and caselaw. Many states use the
income as reported on the couples’ income tax returns as a starting point, from which other issues
may be explored. Examples include the deduction of noncash expenses; the deduction of lifestyle
business expenses; the possibility of unreported income; depreciation and amortization;
educational, travel, and entertainment expenses; and unreported cash receipts from businesses.
Nevertheless, it is not uncommon for states look at cash flow rather than the income reported on
income tax returns. In these circumstances, in addition to the obvious noncash expenses, passthrough income needs to be examined to determine whether it is cash or just noncash income that
must be recognized on the individual’s income tax return. Conversely, if there was a pass-through
loss, a determination may have to be made as to whether it was only a paper loss or whether it
represents a loss of cash flow.
The CPA may be asked to examine a business’s financial records to determine the amount and
purpose of expenses that may provide a personal benefit to one or both of the parties. These might
include travel, entertainment, subscriptions, transportation, charitable contributions, and
retirement benefits. More subtle examples can include personal legal fees and other expenses with
a personal benefit that are disguised in the books and records. If the CPA is asked to perform
these types of analyses, they require the use of forensic accounting skills. To the extent that these
types of items are identified, they may be included in income for the purpose of determining the
appropriate amount of spousal or child support.
An engagement that includes the possibility or the allegation of unreported income requires
special care on the part of the CPA. Most CPAs who assist in divorce engagements will encounter
this circumstance. If it occurs, the CPA must understand that this assertion may be an accusation
of a criminal offense. As a result, it is recommended that, upon the first notification of the
possibility, the CPA cease work and should contact the engaging attorneys for guidance as to how
to proceed. The CPA may want to recommend consultation with attorneys having special
expertise in taxation and criminal matters. It is not unusual for the attorney(s) to insist the CPA
only proceed if employed by one of the attorneys, in order to try to preserve the confidentiality of
the CPA’s work product under the attorney-client privilege. If pursued in court, it is common for
the judge to report the individual that omitted the income to the appropriate federal and state
taxing authorities.
CHILD SUPPORT
Child support payments paid by one parent to the other parent are not deductible from the payer’s
income or includible in the payee’s income under IRC Section 71(c) (1). Payments are child
support for tax purposes if they are either designated in the divorce or separation agreement or
deemed child support under IRC Section 71(c).
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Child Support Guidelines
All states are required by the federal government to establish child support guidelines that detail
the amount of support that a custodial parent may receive when divorcing the child’s other parent.
These guidelines are normally based on the respective income of the parents, the amount of time
the children spend with each parent, and any extra or extraordinary expenses each parent may
incur. See Appendix C, “American Bar Association Table of State-Specific Factors for Support,”
for a list of the factors to be considered in support.
Imputation of Income
If one or both parents are not employed at their market-based earnings capacity, courts may
impute income to the underemployed person for purposes of determining the level of support to
be paid. A number of states waive the imputation if the underemployed spouse must care for
small children or is physically incapable of earning an income.
Deviation From Guidelines
It is not unusual for high-income parents to argue that the child support guidelines are not
appropriate because the level of support determined from the guidelines so greatly exceeds the
needs of the children that it amounts to a form of support for the ex-spouse. This can occur even
if the ex-spouse would not otherwise be entitled to spousal support. To remedy this problem, a
number of states institute caps on the amount of child support to be paid. Some states impose a
“needs” analysis for child support above a certain income level. This requires determining the
actual needs of the children and sets the level of support based upon that amount.
Although the child-support guidelines are commonly based on the respective incomes of the
parents, the amount of time the children spend with each parent can affect the level of support, as
can the reimbursement of any extra or extraordinary expenses that are incurred by each parent.
These extraordinary expenses may be for child care, medical expense, private school tuition, or
other special needs of the children.
Once support payments have been determined, they can be modified if there are changes in
circumstances. These can include changes in income, residency, the special needs of the children,
or other unusual circumstances.
SPOUSAL SUPPORT TO PAY CHILD SUPPORT
Prior to the changes being enacted in the IRC, periodic payments between former spouses, which
were not specifically designated as child support, could be treated by the payer as tax-deductible
spousal support, according to the decision reached by the United States Supreme Court in
Commissioner v. Lester, 366 U.S. 299 (1961). This outcome can be desirable because it
potentially allows the transfer of taxable income from a high-rate individual to a low-rate
individual, which can result in substantial income tax savings to the payer and a reduced tax cost
to the recipient.
The current IRC contains provisions designed to make these savings more difficult to achieve if
individuals attempt to disguise child support as deductible spousal support. The law is stated in
IRC Section 71(c) (2) and in Temporary Treasury Regulation 1.71-1T. IRC Section 71(c) states
that in order for support payments to be deductible, there can be no change-based events related
to minor children. Amounts are considered child support, instead of deductible spousal support,
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if they are to be reduced on the occurrence of an event or contingency related to a child.
Examples of factors that cause a reduction include landmark events, such as the child attaining a
specified age, marrying, dying, leaving school, or a time that can clearly be associated with a
contingency related to a child.
The claim for child support may be challenged if there is a clear cause and effect of a
contingency related to a child. Pursuant to the temporary regulations, a contingency is assumed
to have occurred if spousal support payments are to be reduced within a six months before or
after the child’s landmark event occurs (a one-year period). A challenge can also be made if
more than one child is involved and payments are to be reduced on two or more occasions that
occur not more than one year before or after (a two-year period) a different child of the couple
passes a landmark event. If the amount by which the support will be reduced can be linked to a
landmark event, the amount of the reduction will not be treated as deductible support by the
payer or income to the payee.
Nevertheless, this is a rebuttable presumption. If the taxpayer can show that the timing of the
reduced payments was determined independent of the child-related contingency, the amount of
the reduction is treated as deductible support.
DETERMINING SPOUSAL SUPPORT AWARDS
Depending on the jurisdiction, a number of factors are utilized by the courts in determining
spousal support awards. Factors that may be considered to determine alimony awards include the
needs of the recipient, the ability of the payer to pay, the lifestyle of the parties during the period
of the marriage, and the length of the marriage. Other possible factors are the age and health of
the individuals, and the level of potential income of the recipient. There are also intangible factors
such as the amount of property awarded and the plans a party may have for rehabilitation. In
certain instances and jurisdictions, support may be awarded as punishment to repay the victim of
another party’s misbehavior.
TYPES OF SPOUSAL SUPPORT
The following sections describe the various types of spousal support:
•
•
•
•
•
•

Permanent
Rehabilitative
Reimbursement
Limited duration
Nonmodifiable
Lump sum

Permanent
This is spousal support that is permanent in nature and continues for the remainder of the couple’s
lives. Many times, this type of spousal support may be modifiable after the award if there is a
change in the circumstances of the parties. Such circumstances may include changes in income,
or health, or other significant variations in the needs of either of the parties. The changes in
circumstance are defined by local statute and caselaw, and vary from state to state. In a number of
states, permanent alimony may cease on the retirement of the payer and particularly if the
retirement income of the parties has already been divided. In a number of states, alimony may be
automatically terminated upon the death, remarriage, or cohabitation of the recipient spouse.
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Rehabilitative

Rehabilitative spousal support is awarded for limited periods of time to provide income for the
period required for an individual to acquire education or training towards becoming selfsupporting. Support under a rehabilitative plan may supplement the spousal support plan. The
expenditure for rehabilitative spousal support is sometimes justified by showing that the
economic recovery through increased earnings of the rehabilitated party exceeds the cost of the
rehabilitation.
Reimbursement
Spousal support can be used to reimburse a party for an expenditure of funds made during a
marriage, or to compensate one party for property awarded to the other. Typically, reimbursement
is a specific amount not subject to modification. Depending on the jurisdiction, examples of
reimbursement could include the repayment of the marital estate for payments to support a
spouse’s separate property or for marital funds expended to pay income taxes on separate
property income.
Limited Duration
In number of states, the statutes or the court may limit the term of the spousal support payments.
Jurisdictions may determine the period of time over which the payments are to be made based on
the length of the marriage or similar factors. Courts sometimes award this type of spousal support
to enable individuals to rehabilitate themselves back into the workforce.
Nonmodifiable
This type of support is called nonmodifiable support because the total amount to be paid is fixed
and certain. It may be used to equalize property divisions or other inequities that may be
perceived in the divorce.
Lump Sum
A lump-sum approach is often used as a tool to structure settlements. The present value of a
future stream of alimony is calculated and, effectively, a buyout of that obligation is effectuated.
A number of states identify any fixed amount of alimony as lump sum, even though it may be
payable in several payments.
SECURITY FOR PAYMENT OF SPOUSAL SUPPORT
Insurance
In most instances, if feasible, the payer of spousal support makes the recipient the beneficiary of a
life insurance policy on the payer’s life, thereby securing the payment of the support. In a number of
cases, the amount of insurance is fixed, while in others, the amount payable to the recipient declines
as the obligation decreases. In this case, the owner of the policy may be either the payer or the
payee. The beneficiary of the life insurance policy does not pay income tax on the proceeds of the
policy if it is collected. If the owner of the policy is the payee of the spousal support, the payee
controls the named beneficiary. Court orders can cause the owner to maintain a specific beneficiary,
such as the former spouse. If the owner is not the payee, the court can order insurance companies to
respond to future requests by the payee regarding the current beneficiary of the policy.
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Additional Security
In circumstances in which life insurance is not available, or additional security is required, other
property may be used as security. Property may be assigned, mortgaged, or deemed to be the
subject of a lien. It is possible to use retirement assets to secure support obligations through the
use of a QDRO.
Trusts
In most circumstances, trusts are not appropriate for the payment of alimony. The cost of creating
and administering the trust far outweighs the benefits that accrue. Most times, trusts are used to
provide economic protection to the grantor, beneficiary, or both. They may also be used as a
planning devise to transfer property from the estate of the grantor.
Alimony trusts are described in IRC Section 682. An alimony trust is a grantor trust, but for the
provisions of the IRC Section 682. Assets generating sufficient income to fund the support are
transferred into the trust and the income is taxable to the person who receives the income from
the trust. Even though the trust assets may revert to the grantor at some point in the future, its
income is taxed to its beneficiary as it is distributed. If the income is not distributed, it is taxed to
the grantor. The advantage is that the distributions are not subject to recapture and can continue
after the recipient’s death.
Trusts under IRC Section 682 can be used to pay both child support as well as spousal support.
To the extent that the trust instrument designates a portion of the distributions to be child support,
the grantor is taxed and the beneficiary is not. The distributions that are not designated as child
support can decrease on the occurrence of a landmark event associated with a child and still be
treated as income to the beneficiary.
SPOUSAL SUPPORT IN PROPERTY DIVISIONS
It is common to structure some property divisions within spousal support payments in order to
have the property transferred from one party to the other. This is particularly true in
circumstances in which the property is an asset that recognizes income as it is received, such as
with stock options, nonqualified retirement plans, and qualified retirement plans. In these
circumstances, it is common to effect the transfer of the value of the property from its owner to
his or her ex-spouse as deductible spousal support, while the owner retains ownership of the
property. When this technique is used, the CPA should consider potential recapture issues.
Recapture will be addressed in more detail in Chapter 7, “Divorce and Taxes.”
In order to qualify as spousal support for income tax purposes, the support must terminate on the
recipient’s death. If, instead of support, an individual is awarded property, the individual is able
to bequeath the property upon his or her death. Support payments made after the recipient’s death
are not tax-deductible, a stipulation enacted by Congress to limit the transfer of property as
payment for support.
Under normal circumstances, this situation could be remedied with life insurance. It would make
sense for the payer, who is receiving the income tax benefit, to provide life insurance on the life
of the payee, allowing the payee to name their own beneficiaries, to replace the potential property
lost on death. A problem occurs, however, if the payer owns the life insurance on the payee’s life
used to secure the payment of alimony with the payee’s estate as the beneficiary. In that
circumstance, the spousal support payments’ deductibility will be disallowed. The Temporary
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Regulations promulgated under IRC Section 71, Temporary Treasury Regulation Section 1.711T, detail which payments occurring after the death of the payee will be treated as disqualifying
the tax benefits associated with the payment of support. To avoid the problem, the same results
can be achieved by the payer, increasing the amount of the spousal support payments by the
insurance premium, grossed up for the tax consequences to the payee, with the payee owning and
paying for his or her own premiums. With this structure, there are no required support payments
after the death of the payee; the support becomes deductible.
Social Security
Under federal law, Social Security benefits are neither marital property nor divisible on divorce.
Benefits under the Social Security system are, however, a potential source of income to be
considered for the payment of child support, spousal support, or as additional income to a
recipient that could lower the need for alimony.
Individuals qualify for Social Security retirement benefits in one of two of the following ways:
1. Based upon contributions that result from one’s own work history, or
2. As a result of being the spouse of someone who contributed
The recipient will receive the higher benefit computed under these two methods, provided there is
at least a ten-year marriage. The benefit, as a result of an ex-spouse’s contributions, is 50 percent
of the benefit the ex-spouse receives.
If a marriage that is being ended is just short of ten years, delaying the final divorce decree until
the marriage is past its tenth anniversary should be considered.
The spouse who worked and contributed to Social Security must be eligible for benefits for the
divorced spouse to collect; that is, the contributing spouse must be 62 years old. This is important
if the dependent spouse is older than the contributing spouse. The dependent spouse must be at
least 62 years old and remain unmarried to qualify for benefits to be payable based on their exspouse’s contributions. It is important to note that an ex-spouse drawing benefits based on an
individual’s contributions has no impact on that individual’s benefits.
If the ex-spouse remarries, he or she loses the benefits otherwise qualified for from his or her exspouse. If the remarriage ends in divorce, the dependent spouse can resume the benefits from his
or her first spouse. If a second marriage lasts more than ten years, the ex-spouse would receive
the benefits from whichever contributing spouse provides the higher benefit.
If the contributing spouse dies, the surviving divorced spouse can collect widow(er)’s benefits.
To collect, the surviving divorced spouse must be 60 years old and not remarried. If a divorced
surviving spouse is near age 60 and is considering remarriage, that spouse should wait until after
reaching age 60, in which case, the surviving spouse can continue to be entitled to the
widow(er)’s benefit derived from the deceased ex-spouse. Once age 60 is reached, however,
remarriage affects this benefit.
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CHAPTER 7
DIVORCE AND TAXES
Tax planning for a divorcing couple is an important aspect of a family-law litigation practice and
should be fully considered at the time of the divorce. The maximization of tax benefits and
savings should be examined during the process of the divorce and may be useful in settling the
financial aspects of the case.
TAXATION OF SUPPORT
Internal Revenue Code Section 71
The requirements for a payment to be includible in a former spouse’s income and deductible from
the other’s income are:
The payment must be made pursuant to a written divorce or separation instrument.
The payer and recipient may not file a joint income tax return.
The payment must be in cash or its equivalent.
The payment must be paid to the recipient of the spousal support or to a third party on
behalf of the recipient.
• The written agreement must not state that the support, or any part of it, is not included in
the income of the recipient and not deductible by the payer.
• There can be no liability to pay support after the death of the recipient spouse.
• After the agreement has been entered, the spouses or former spouses may no longer be
members of the same household.
•
•
•
•

There are a number of different definitions of alimony. There are the requirements described
earlier in the IRC; there are the local jurisdictional definitions; and there is the definition under
the bankruptcy code. As a result, the CPA should ensure that the provisions contained in the legal
documents include the language required to achieve the tax result desired. Even when a document
is silent regarding an issue, such as termination of alimony on the death of the recipient, the CPA
should, if necessary through legal consultation, take in to consideration the provisions of local
law that may be imposed. As an example, suppose an agreement is silent about a provision about
the deductibility and inclusion of income. In spite of that silence, local law may impose the
provision, forcing the agreement or order to meet the statutory requirements of the jurisdiction as
to deductibility and inclusion in income.
If there are differences in the postdivorce tax brackets of a couple, it is possible for alimony
payments to create a “tax subsidy” to the families’ support that would not exist if an income
between the couple did not qualify as alimony for income taxes. As an example, if a payer in a
36-percent bracket were to pay $4,000 in deductible alimony, it would cost that individual the
$4,000, less tax savings of $1,440, or $2,560. If the recipient of that $4,000 is in a 15-percent
bracket, after paying taxes of $600, would net $3,400. The difference in the after tax cost of
$2,560 and $3,400 received, or $840, are funds the couple would otherwise pay in income taxes,
but for the tax benefits associated with alimony. By using the subsidy, the CPA can supplement
the support a spouse can afford to pay while benefiting the recipient in an even grater sum.
Appendix G, “IRC Section 71, Alimony and Separation Maintenance Payments” explains in more
detail the rules associated with alimony and separate maintenance payments; providing child
support and contingencies related to a child. Appendix H, “Temp—Reg. 1.71-1T, Alimony and
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Separate Maintenance Payments (Temporary)—Questions and Answers,” provides a comprehensive
set of questions and answers addressing numerous issues as well as offering examples to explain a
variety of family situations.
Recapture
It was common, before the enactment of the Tax Reform Act of 1986 (the Act), for agreements to
significantly front-load alimony payments to achieve the results described above. The higher toptax brackets and the number of intervening brackets that existed prior to the Act’s enactment
enhanced the benefits that taxpayers received in the process. This planning technique extended,
not only to support payments, but also to property settlements.
To reduce these benefits, Congress included two specific provisions in the Act. The first requires
deductible spousal support to terminate on the recipient’s death. This provision is intended to
prevent the recipient from bequeathing any “property” portion of support to their heirs. The
second implemented the alimony recapture rules.
The recapture rules require the payer of the alimony to include as income in the third postdivorce
calendar year an amount computed by applying an IRC formula. The recipient of the alimony
receives an offsetting deduction in the same year. The rules require the recapture to occur if the
amount of spousal support is reduced by more than $15,000 per year in any of the first three
calendar years it is paid. Only payments after a divorce or separation agreement is entered are
considered subject to recapture. The first step is to subtract from the second-year payments the
amount of the third-year payments and the sum of $15,000. This amount cannot be less than zero
for purposes of the recapture calculation. Any positive sum from this computation is the first
amount considered recaptured. The next computation takes the second-year payments, net of the
amount considered recaptured above, plus the third-year payments. This amount is then divided
in half. The sum of amount determined plus $15,000 is then subtracted from the payments made
in year one. This sum is added to the amount determined in the first step. The sum of these two
computations is the amount recaptured.
The recapture rules do not apply to any of the following:
1. Payments stopped because an ex-spouse dies, or remarries before the end of the third
postseparation calendar year
2. Payments made under temporary support orders
3. Payments that are a fixed portion or percentage of income.
Failure to pay spousal support pursuant to the marital settlement agreement can trigger a recapture.
Any time alimony is a part of a divorce, the consequences of recapture must be considered.
DIVORCING INDIVIDUALS’ RESPONSIBILITIES
Joint and Several Liability
From the perspective of the government, individuals who file joint returns have a joint and
several liability for any taxes that are or may become due on the return. The couple’s divorce
documents should provide guidance as to how an individual is made whole if he or she is required
to pay a tax liability allocated to his or her ex-spouse in the divorce but collected from the
individual. In jurisdictions that allow for it, it is common for this recovery provision to be

CHAPTER 7: DIVORCE AND TAXES

53

structured as a spousal support obligation, because in those jurisdictions, support is not
dischargeable in bankruptcy.
Innocent Spouse Rules
There are provisions contained in the IRC that can, in specific circumstances, relieve individuals
from marital income tax liabilities. These provisions are commonly called innocent spouse or
abandoned spouse provisions.
IRC SECTION 66
IRC Section 66(a) is only applicable in community property states. It provides relief from the
community sharing of income, deductions, credits and payments when five tests are met:
•
•
•
•
•

The couple is married at sometime during the calendar year.
The couple live apart an entire year.
The couple does not file a joint return.
One or both have earned income under local law that is treated as community property.
None of the earned income under local law is transferred between the spouses during
that year.

Community property laws generally require that spouses pay tax on their share of the community
income during the period that the community may exist under local law. It can become difficult to
comply with these provisions if one spouse does not notify the other of the details of the
community income prior to the due date of that individual’s income tax return. IRC Section 66(b)
provides that the IRS can choose to ignore the local community property law in the event that one
spouse fails to notify the other of either community income or community deductions prior to the
due date of the return. If a taxpayer wishes to avail him- or herself of this provision, it is
recommended that complete disclosure be included in the return filed. Another provision to
protect individuals from the application of local community property rules, IRC Section 66(c),
provides relief to an innocent spouse if that individual did not know or have any reason to know
of the community income.
IRC SECTION 6013
This section provides relief to a spouse from joint and several liability for income taxes on jointly
filed returns. There are three different scenarios allowing this relief, as follows:
Expanded Innocent Spouse Relief
This relief eliminates the requirements that the understatement be substantial and that the income
items be grossly erroneous. The understatement must now be only erroneous and need not be
substantial. Also, even if the taxpayer knew of an understatement, but not its extent, he or she
may be relieved from liability for the portion of the understatement that he or she did not know
about and had no reason to know about.
Separate Liability Election
In addition to seeking relief as described in the preceding paragraph, a qualified taxpayer may
elect to limit liability for any deficiency on the basis of allocations made as if the couple had filed
separate returns. To qualify, the taxpayer must be either no longer married to, legally separated
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from, or living apart from, for at least 12 months, the person with whom the joint return was filed.
The taxpayer has the burden of establishing the allocation. This election is not available if the IRS
can show that assets were transferred between the couple as part of a fraudulent scheme.
Equitable Relief
This is available when tax is shown on a joint return but not paid with that joint return and the
“innocent spouse” did not know or have reason to know that funds intended for the payment of
the tax were taken by the other spouse for that spouse’s benefit. This relief is available if there is
an understatement of tax for which relief as described above is not available. This relief was not
available until the IRS issued guidance. Equitable relief is also available to an individual filing a
separate return in a community property state.
The IRS In Revenue Procedure 2000-15, effective on January 18, 2000, issued guidance on
conditions for equitable relief. The guidance sets forth conditions for relief if one spouse did
not know that the other spouse had taken funds intended for tax payments for his or her own
benefit. The guidance also establishes the conditions for equitable relief for taxpayers in other
situations, in which it would be inequitable to hold an individual liable for all or part of an
unpaid tax deficiency.
A taxpayer must elect to receive these types of relief, except for equitable relief, within two years
from the commencement of an IRS collection action for the taxes for which the relief is claimed.
The guidance established that all of the following conditions must be met to obtain equitable relief:
• A joint return must have been made for the tax year for which relief is sought.
• Relief must not be available under the innocent spouse or separate liability election
provisions.
• Relief must be applied for no later than two years after the IRS’s first collection activity
after July 22, 1998, with respect to the individual.
• The liability must remain unpaid at the time relief is requested. However, a refund can
be obtained for amounts paid after July 21, 1998, and before April 16, 1999 (prior to any
interim guidance), or for installment payments made after July 22, 1998, under an
agreement not in default and made after the claim for relief was made.
• No assets were transferred between the individuals filing the joint return as part of a
fraudulent scheme by them.
• There were no disqualified assets transferred to the individual by the nonrequesting spouse
(property transferred for the principal purpose of avoidance of tax or payment of tax).
Relief can be obtained to the extent the liability exceeds the value of disqualified assets.
• The individual did not file a joint return with fraudulent intent.
Individuals meeting these criteria can be relieved of liability if, taking into account all of the facts
and circumstances, it is inequitable to hold that individual liable for all or part of the tax liability.
The IRS offers guidance by stating that equitable relief will “ordinarily” be granted to individuals
meeting the above-listed requirements if relief is available only to the extent of the liability
shown on the tax return; and only if the unpaid liability is attributable to the spouse who is not
requesting relief.
Procedurally, a requesting spouse must file a Form 8857, “Request for Innocent Spouse Relief,”
or other similar statement signed under penalties of perjury, within two years of the first
collection activity against them. Those who had already filed prior to the guidance will
“automatically” be considered for equitable relief. The IRS, through Information Release-2001-
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23, has taken steps to protect victims of domestic violence. An individual who has been a victim
of domestic violence and fears retaliation for filing for relief should write Potential Domestic
Abuse Case on the top of Form 8857. This is intended to alert the IRS to the taxpayer’s situation.
The filing spouse should explain his or her concerns in a statement attached to the claim, in
addition to why he or she should qualify for innocent spouse status. The need for this notification
arises from the requirement that the IRS notify the taxpayer’s spouse or former spouse that relief
has been requested. This notification allows the spouse or former spouse to provide information
to the IRS and to receive limited information from the IRS about the request.
The IRS’s adherence to provisions requiring confidentiality means that it will not release to the
taxpayer’s spouse or former spouse a new name, address, employer information, phone or fax
number, or other information not related to the innocent spouse claim. All correspondence is
centralized to one location so the postmark of IRS correspondence does not provide clues to the
ex-spouse’s location. The mere designation as Potential Domestic Abuse Case does not lead to
special IRS consideration, but abuse is listed as one of the factors the IRS may consider under
innocent spouse relief.
TIMING OF DIVORCE
Filing Status
For tax purposes, a divorced or divorcing couples’ filing status is determined as of December 31.
The couple’s living arrangements and the stage of their legal process will determine whether a
marriage is considered terminated for tax purposes. A taxpayer in the process of divorcing will be
considered married for tax purposes unless one of the following conditions are met:
• A final decree of divorce is issued by a family law court.
• A final decree constituting a legal separation under local laws is issued by a family law
court.
Subject to the possibility of head of household status, if the above conditions are not met, the
taxpayer is considered married by the IRS and must file either married joint or married filing
separate.
Someone who is married on December 31 but who pays for and maintains a home for a child for
more than one-half of the year will qualify to file as head of household. The taxpayer must live
apart from the spouse for more than six months to qualify. This filing status offers more
advantageous tax brackets than the married filing separate or single status. The taxpayer is not
required to claim the dependency exemption for the child being provided the home in order to file
as head of household.
DIVISION
Allocation of Income, Deductions, Credits, and Payments
Common Law and Community Property Law. In the year of separation or divorce, or in the
predivorce years in which the parties file separately, the IRS generally requires the application of
community income property rules with respect to community income, deductions, payments, and
credits earned by both parties during the part of the year prior to the termination of the
community as may be determined under local law. These items are reportable one-half by each
spouse on his or her separate returns (or joint return with a new spouse) filed for the year. This
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allocation is determined by the application of appropriate state law. That law is typically the law
of the state with jurisdiction in the divorce. Separate property income, deductions, payments, and
credits are reported on the return of the individual whose property created the item. Exceptions
include Social Security benefits and taxes, and IRA deductions, which are considered by federal
law to be the owner’s separate property without regard to local law.
If the parties reside in a common law or equitable distribution state, the income, deductions,
payments, or credits are treated as belonging to the party that earned the income or owned the
property from which it was generated. This is again determined by the application of state law.
There are few exceptions to these rules.
Generally, the allocations are made on the basis of local law. However, the IRS allows two
different methods to allocate income from subchapter S corporations and partnerships in the year
during which the taxpayers ownership of the entity terminates. Depending on the nature of the
ownership, this can affect the allocation and amount of income taxes payable in the year of the
divorce. One method takes that year’s tax attributes from the pass-through entity and allocates
those attributes based on the ratio of the time of ownership of each individual allocated to the
whole year. This is typically based on the number of ownership days for the individual compared
to the ownership days of all of the individuals owning the entity. The second method determines
the actual income or loss and other tax attributes through the date the individual’s ownership
terminates, and then allocates those according to the computation of the predivorce versus the
postdivorce amounts. Particularly if one spouse controls the entity after the divorce and/or there
are seasonal fluctuations in the business, large differences in tax liability can accrue to the
nonparticipating spouse. It is important for the CPA to determine which method is in his or her
client’s best interest and urge the specification of that method in the marital settlement agreement
or decree.
Allocation of Basis and Other Tax Attributes. The basis of property follows the property
awarded to each spouse. Generally, the other attributes associated with that property also follow
the property award. These would include investment interest, passive loss, and alternative
minimum tax (AMT) carryovers. Net operating losses, capital losses, and credit carryovers
generally follow the individual whose property created the tax attribute. If the property was
jointly owned, the attributes are split between the parties in proportion to the ownership. There
are practitioners who believe these attributes can be divided in whatever manner agreed by the
divorcing couple. At this time, there is little or no IRS guidance on these matters.
PAYMENTS ON NOTES BETWEEN PARTIES
Interest-Bearing Notes
Interest-bearing notes are common when property is divided between parties. Once the marital
estate has been inventoried, valued, and divided, there is typically a balance owing from one party
to the other to equalize the estates. The interest paid on the equalization note is taxable to the
recipient but may or may not be deductible by the payer.
The courts have held in John L. Seymour v. Commissioner, 109 TC 279, that interest paid
between ex-spouses is classified based on the property that is being “purchased.” By example, if
the property is a home, a business, and personal property, the interest must be apportioned
between each. The interest paid would then be home mortgage interest (if secured by a
mortgage), business interest, and nondeductible personal interest.
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If interest is being charged between the parties and the practitioner wants to assure its
deductibility, he or she might consider structuring the interest portion of the payments as spousal
support since the recipient will have to report the payments as income in either case.
Non-Interest Bearing Notes
It is permissible for notes between divorcing parties to be noninterest bearing and not be subject
to interest imputation rules.
DEPENDENCY EXEMPTIONS
To be eligible to take a dependency exemption, a taxpayer must satisfy all five dependency tests
required by the IRS:
• The person must either be related to the taxpayer or live with the taxpayer for the entire
year.
• The dependent must be a citizen or resident of the United States or a part-year resident
from Canada or Mexico.
• The dependent cannot have filed a joint return with another person.
• The dependent must not have annual gross income greater than the exemption amount
($3,100 in 2004).
• The taxpayer must have provided more than half the dependents’ support for the
calendar year.
An exception is made for the children of divorced or separated parents under IRC Section 152(e) (1).
A custodial parent of a child who has lived with that parent for the greater portion of the tax year is
eligible for the dependency exemption deduction provided the following requirements are met:
• One or both parents together must provide over half of the child’s support during the
year.
• The child must be less than 19 years old as of December 31.
• The child is a student under age 24.
• The child is 19 or older, is not a student, and his or her own annual gross income is less
than the current exemption amount.
A noncustodial parent may take the dependency exemption for his or her child if the custodial
parent signs an IRS Form 8332 or similar statement releasing the exemption. This form must be
filed with the noncustodial parent’s tax return for any year in which the deduction is taken. The
custodial parent may elect to sign IRS Form 8332 on a yearly basis, for a specified number of
years, or for all future years depending on the tax implications. It is currently disputed whether
attaching the divorce decree or separation agreement, which states the noncustodial parent
qualifies for the exemption, is sufficient for that parent to claim the exemption.
Typically, a divorcing couple should allow the higher income bracket spouse to claim the
dependency exemptions. An exception to that rule of thumb would be those noncustodial parents
whose income reaches or surpasses the phaseout threshold to the exemption and/or the child
credit. This two-percent phaseout of personal exemption for each $2,500 of adjusted gross
income (AGI) in excess of the threshold amount diminishes the tax savings and may result in a
zero effect for the noncustodial parent. For that reason, the couple may opt for the custodial
parent to take the exemption, or they may choose to make the determination on a yearly basis.
The latter option requires cooperation between the estranged spouses and the review of annual
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income amounts, which may result in additional litigation in the form of a modification of child
support. This phaseout of personal exemptions has been repealed for years beginning after 2009.
The repeal is phased in one-third for years beginning 2006 and 2007 and two-thirds in years
beginning in 2008 and 2009.
Along with the dependency exemption come additional child-related tax credits that may have an
effect on the taxpayer’s tax liability.
Child Tax Credit: IRC Section 24
This credit is available to eligible taxpayers for each child under age 17. The credit is currently
$1,000 per child and is subject to phaseout parameters. It will drop to $700 in the years 2005 to
2008; increase to $800 in 2009; and increase to $1,000 in 2010. In 2011, the credit is slated to be
cut in half, dropping to a $500 per child level unless Congress takes action. As a result, the tax
consequences should be examined carefully to assure the overall maximum tax savings.
Additional Child Tax Credit
An additional child tax credit allows a portion of the child tax credit to be refundable for certain
taxpayers. Although several conditions must be met, this credit should not be overlooked in the
tax planning strategy.
Child Care Credit
A tax credit available only to the custodial parent of one or more children under age 13 is the
child and dependent care credit. This credit is based on a portion of qualifying childcare expenses
incurred by the parent for the purpose of seeking employment or working. Qualifying expenses
include day care centers, household services, school costs, and day camps.
Education Credits
Two nonrefundable tax credits and several tax incentives may be available to taxpayers who pay
higher education costs and meet several qualifications including income phaseouts. The parent
who receives the dependency exemption may be entitled to claim the tax credits and incentives;
however, if the eligible parent does not claim the student as a dependent, then the student may be
eligible to claim the appropriate education incentives. Under no circumstances can the
noncustodial parent claim the education credits.
Hope Scholarship Credit
The Hope Scholarship Credits, IRC Section 25A, is a nonrefundable tax credit of 100 percent of
the first $1,000 and 50 percent of the next $1,000 for each of the first two years of postsecondary
tuition and fees. The maximum credit is $1,500 per student per year, and more than one student
may qualify.
Lifetime Learning Credit
The Lifetime Learning Credit, IRC Section 25A, is a nonrefundable tax credit of 20 percent of up
to $10,000 of qualified tuition and fees paid during the tax year, with a maximum of $2,000. This
credit is not restricted on the number of years it may be taken; however, a taxpayer may not take
both the Hope and Lifetime credits in the same tax year.
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Higher Education Deduction
In 2002, under IRC Section 222, tuition and related expenses for higher education became
deductible as an adjustment above the line. This higher education deduction applies even if the
taxpayer does not itemize but is limited to $3,000 and cannot be combined with other tax credits.
Additionally, there are education expenses that are not eligible for the special above-the-line
deduction under IRC Section 222; however, they may be deductible provided they are expressly
required by an employer, by law, or by government regulation; or the course maintains or
improves skills used in an existing occupation.
Student Loan Interest Deduction
Under the student loan deduction, IRC Section 221, taxpayers can deduct up to $2,500 of interest
on qualified education loans for college or vocational school expenses as an adjustment to income
(above the line). A qualified loan includes loans for tuition, fees, room and board, books,
equipment, and transportation if paid to cover attendance at an eligible institution.
Qualified Tuition Programs
Under IRC Section 529, a qualified tuition program (QTP) may be set up to allow a taxpayer to
make contributions to be used for qualified higher education. Previously referred to as a qualified
state tuition program, a QTP could only be set up and administered by a state agency. However,
beginning in 2002, these programs can now be administered by private institutions. A QTP can be
accomplished in two ways:
• Prepaid programs. Contributions are used to prepay tuition for a designated student.
• Savings account plans. Contributions are made to an account set up to pay the higher
education costs of a student.
MEDICAL EXPENSES FOR DEPENDENT CHILDREN
Generally speaking, medical expenses paid for a dependent child, whether paid by the custodial or the
noncustodial parent, are deductible on Schedule A of that individual’s tax return. The taxpayer is not
required to claim the dependency exemption in order to deduct medical expenses; however, these
expenses are deductible only to the extent that they exceed 7½ percent of the taxpayer’s AGI.
CONTINGENT LIABILITIES
One of the concerns that exist among divorcing couples is the division of all known liabilities.
Unfortunately, one of the liabilities that cannot be predicted or foreseen is change in the couple’s
income tax liability. These changes can occur as a result of audits of or amendments to returns. It
is important that the couple’s divorce documents address in detail how to divide these liabilities if
they occur.
Audits
Audits can occur after the date of the divorce, covering periods prior to the divorce. In addition to
determining who should pay any tax due or receive any refunds, the couple’s divorce documents
should detail who is responsible for providing which records and how any expense associated
with the audit will be paid.

A CPA’S GUIDE TO FAMILY LAW SERVICES

60

PRENUPTIAL AND ANTENUPTIAL AGREEMENTS
In the practice of matrimonial litigation, practitioners may come across prenuptial or antenuptial
agreements. These agreements are drafted prior to or after the marriage and primarily define the
outcome of property division and support issues if the marriage fails. They need not be limited to
financial issues and can include any consequences that the marrying couple wishes to address.
CPAs may be called upon to review these documents for tax purposes at the time they are being
drafted. If the marriage fails, the CPA may be called upon to determine the assets or liabilities
and income pursuant to these agreements.
TAXATION OF PROPERTY
As reflected in tax reform legislation enacted in 1984 and amended, in part, in 1986, Congress
realized that the impact of taxes on divorcing spouses should be minimized as much as possible,
particularly in the area of property distribution. In response to this recognition, IRC Section 1041
was created, which fundamentally altered the taxation of asset distributions in divorce. Such
distributions were previously governed by caselaw. See United States v. Davis, 370 U. S. 65 (1962).
Under IRC Section 1041, and Reg. 1.1041-IT, marital property transfers are generally treated as
gifts with carryover basis. Although certain requirements must be met and some exceptions exist,
most marital property transfers in divorce can be achieved without creating a taxable event.
In a number of circumstances, the relevant sections of the IRC may conflict with accepted
definitions of property. For instance, IRC Section 1041 addresses the transfer of property, not
services. Also, the assignment of income versus the transfer of property is often an area of
conflict between divorcing parties, taxpayers, and the IRS. There has been considerable conflict
within the IRS concerning whether the transfer of deferred compensation and nonqualified stock
options constituted marital asset transfers, or the assignment of income. Recently, with the
issuance of IRS Revenue Ruling 2002-22, which is explained later in this practice aid, this issue
was partially resolved favorably for the taxpayer by the IRS.
IRC Section 1041 is reproduced at Appendix F, “IRC Section 1041, Transfers of Property,” of
this practice aid.
TAXATION OF PERSONAL RESIDENCES
Typically, a principal residence is one of the assets over which parties to a divorce are most
concerned. Nevertheless, the recent changes in the law related to the taxation of the gain on the
sale of a residence and the deductibility of mortgage interest have made these issues easy to
address from a financial perspective.
The gain on the sale of a principal residence is computed by deducting the property’s income tax
basis from the net sales price. This computation is independent of the amount of cash realized
from the sale. The property’s tax basis may be affected by the sale of prior residences on which
taxation of the gain has been previously deferred.
The first step in the computation of the gain on the sale of a personal residence is to determine the
property’s income tax basis. The beginning point in this computation is the property’s original
cost, including the costs of acquisition. The property’s original cost is determined by either the
amount paid for the property, the FMV at the date of the decedent’s death if the property were
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inherited, or the income tax basis of the donor if the property was received as a gift. The
property’s original cost is then combined with the cost of improvements made by the owner to
determine the cost of the property in the hands of the owner. This simple computation may
determine the income tax basis of the property in the hands of the owners. The exception is if a gain
has been deferred from a prior sale of property through the acquisition of the current property. This
can occur when current property was acquired through an IRC Section 1031 exchange or as a result
of a deferral from the sale of a prior residence under the law that previously governed the sale of
personal residences.
The income tax basis of the property is then deducted from the net sale proceeds of the property
to determine the gain on the sale of the residence. Currently, an individual selling a personal
residence that has been used as such for two of the prior five years at its date of sale can exclude
up to $250,000 of gain from taxation. A married couple can exclude up to $500,000 of gain. If the
sale of the residence occurs as a result of a change in location of employment or certain other
unforeseen circumstances, individuals can exclude a fraction of those amounts based on the
duration of the two-year test that has been met over the two-year period.
The two-year test can be met in other ways. If the basis of the current residence is being
determined including a deferral of gain under the prior law governing the gain on the sale, the
prior residences’ use and ownership is added onto the current residence. If the taxpayer continues
to own a residence with an ex-spouse after a divorce under a divorce or separation agreement, the
ex-spouse’s use counts for both the use and holding period tests for purposes of the deferral of
gain. In addition, if an individual receives a residence in a divorce under a transaction subject to
IRC Section 1041, the prior spouse’s use and holding period is combined with the individual’s
use and holding period for purposes of the tests.
Interest on home mortgages is deductible under IRC Section 163. In order to deduct the interest,
the individual must be liable on the indebtedness and have made the payments. Home mortgage
interest deductions are limited to the individual’s primary and second residence. There are limits
on the amount of indebtedness on home mortgages on which interest can be deducted. Interest on
acquisition indebtedness is limited to debt not more than $1 million and interest on second
mortgages is limited to debt not exceeding $100,000. CPAs should consult the IRC and IRS
Regulations to determine how these limitations are applied.
STOCK REDEMPTIONS IN DIVORCE
In divorce engagements involving a closely held business, the business may be one of the largest
assets in the marital estate. The financial condition of a closely held business can have a significant
impact on the marital estate and the distribution of assets between the spouses. Larger or mature
businesses may have provided the family with high income and cash flow for many years.
Consequently, the marital estate may be very liquid or have ample assets for distribution between
the spouses. Start-up or high-growth businesses, on the other hand, may have the opposite effect on
the marital estate. These may have high asset value, but may have depleted the family’s liquidity
and, if earnings have been reinvested in the business, may not have generated significant cash flow.
In cases in which the business has liquidity and the business will be buying out the stock of the
transferor spouse, effective tax planning can generate the funds to reach a settlement between the
parties. This liquidity can often be achieved at favorable capital gains tax rates.
Structured properly, cash otherwise locked inside a corporation, can be used to redeem a spouse’s
stock ownership interest in a closely held business at capital gains tax rates. If structured
improperly, the spouse retaining the business can be deemed to have received a constructive
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dividend, taxable at ordinary income tax rates, even though he or she may not have received any
cash with which to pay the tax.
On August 3, 2001, the IRS issued IRS Proposed Reg. 1.1041-2T and on January 13, 2003, it issued
IRS Final Reg. 1.1041-2, “Redemptions of Stock.” The IRS’s issuance of this final regulation
recognizes both the turmoil and resulting inconsistency of the prior conflicting court cases, IRS
Private Letter Rulings, and Q&A 9 from the 1984 Temporary Regulations; and provides clear
guidance as to the taxation of stock redemptions in divorce. The outcome of the final regulation is
such that the intended tax outcome of the spouses will be respected, assuming strict adherence to the
requirements of the regulations, as evidenced by a divorce or separation instrument, or a valid
written agreement between the spouses. Section C of IRS Reg. 1.1041-2 defined a special rule in
the case of agreements between spouses or former spouses and identifies the taxable situations and
examples for either the transferor spouse or the nontransferor spouse will be taxed.
With respect to the transferor spouse being taxable, the regulations indicate that if a divorce or
separation agreement between the spouses or former spouses includes the following, the
transferor spouse will be taxable:
(i) Both spouses or former spouses intend for the redemption to be treated, for
federal income tax purposes, as a redemption distribution to the transferor
spouse; and
(ii) Such instrument or agreement supersedes any other instrument or agreement
concerning the purchase, sale, redemption, or other disposition of the stock that is
subject to the redemption.
IRC Section (c)(2) relates to situations in which the nontransferor spouse will be taxable,
including circumstances under which the nontransferor spouse will be deemed to have received a
constructive distribution from the corporation followed by the deemed transfer of cash to the
transferor spouse in redemption of his or her stock. If the divorce or separation agreement sets
forth the following agreements of the parties, the transfer will be treated as a constructive
distribution to the nontransferor spouse:
(i) Both spouses or former spouses intend for the redemption to be treated, for
federal income tax purposes, as resulting in a constructive distribution to the nontransferor spouse; and
(ii) Such instrument or agreement supersedes any other instrument or agreement
concerning the purchase, sale, redemption, or other distribution of the stock that
is the subject of the redemption.
The final IRS Regulations include examples of various possible tax outcomes under scenarios
contemplated by the regulations. Further, absent adherence to the special rules in the case of
agreements between spouses or former spouses in divorces identified above, transactions in which a
spouse is relieved of his or her primary and/or unconditional obligation to acquire the other spouse’s
stock by the corporation will result in a constructive distribution to the nontransferor spouse.
Thereafter, the redemption proceeds will be deemed to have been transferred to the transferor
spouse in a nontaxable transaction under IRC Section 1041. The taxable result of this transaction is
such that the nontransferor spouse, the spouse deemed to have received a constructive distribution
as the result of his or her relief from their primary and/or unconditional obligation to purchase the
other spouse’s stock, will likely be unable to avail themselves of IRC Section 302(b). In this case,
the taxpayer will be subject to ordinary income tax treatment under IRC Section 301.
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In cases in which divorced or divorcing spouses avail themselves of IRC Section 1.1041.1-2(c),
“Special Rules in Case of Agreements Between Spouses or Former Spouses,” the tax treatment of
the transaction will be as specified in the agreement and respected by the IRS. If the relatively
straightforward requirements of the regulations are adhered to, the taxpayer’s spouses, or former
spouses, will be able to determine whether the transferor or the nontransferor spouse will be
taxable on the transaction. An election by the transferor spouse to be taxable on redemption will
generally result in capital gain treatment on the redemption under IRC Section 302(b).
Thus, the new regulations provide the taxpayers with great latitude in determining which spouse
will be taxed on a transaction and the taxable nature of the transaction when the corporation is
buying the stock. The effective date of the IRS Final Regulations was January 13, 2003, with the
exception of stock redemptions made pursuant to instruments in effect before January 13, 2003.
Certain exceptions apply, however, to spouses or former spouses executing a written agreement
on or subsequent to August 3, 2001 (the date of the temporary regulations issued in this matter),
and which satisfy the rules of paragraph (c) dealing with “Special Rules in Case of Agreements
Between Spouses or Former Spouses,” will be taxable under the final regulations that were issued
on January 13, 2003.
IRC Section 1041 is generally straightforward and easy to understand. Transfers between spouses
(or ex-spouses if incident to a divorce) are effectively treated as gifts with carryover basis and the
holding period also transferred to the recipient spouse. These transactions are treated as transfers,
not sales, for tax purposes even if the transaction is structured as a sale.
Although it is beyond the scope of this practice aid, the history of the tax caselaw and IRS Private
Letter Rulings in the area of stock redemptions pursuant to divorce is interesting. There were
conflicting results among the cases and, more often than the government would have liked,
neither spouse paid any tax on a stock redemption by a corporation. The following is a list of the
tax cases, IRS Private Letter Rulings, and the original IRS Temporary Regulations from 1984 that
led to these new regulations, and a resolution of the tax treatment if the corporation is redeeming
stock from a spouse pursuant to a divorce:
1. IRS Temp. Reg. Sec. 1.1041-1T (c), Q&A-9, and 49 Fed. Reg. 34453 (Aug. 31, 1984)
2. Two IRS Private Letter Rulings, as follows:
a. 9046004
b. 9427009
3. Seven court cases, as follows:
a. Hayes v. Commissioner, 101 T. C. 593 (1993)
b. Blatt v. Commissioner, 102 T. C. 77 (1994)
c. Arnes v. U. S., [93-1 USTC § 50,016] (Arnes I)
d. Arnes v. U. S., 981 F. 2d 456 [9th Cir. 1992] (Arnes II)
e. Arnes v. Commissioner, [102 T. C. 522 (1994)] (Arnes III)
f. Read v. Commissioner, [114 T. C. 2 (Feb. 2000)]
g. Craven v. U. S., No. 99-12803 [11th Cir. 619 2000]
TAXATION OF STOCK OPTIONS
Nonqualified Options
As stated in IRC Section 83, nonqualified stock options are taxed when granted if the option has a
“readily ascertainable fair market value.” To have a readily ascertainable FMV, the option must
be actively traded on an established market. This, however, is rarely the case. If the nonqualified
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stock options do not have a readily ascertainable FMV at the time of granting, they are taxed at
the time of exercise. The excess of the FMV at the time of granting of the stock over the option
exercise price is taxable as ordinary income.
IRC Section 83 states that an option must meet the following requirements to have a readily
ascertainable FMV:
1. The option is transferable by the optionee (i.e., the holder of the option).
2. The option is exercisable immediately in full by the optionee.
3. The option or the property subject to the option is not subject to any restriction or
condition which has a significant effect upon the fair market value of the option.
4. The FMV of the option privilege is readily ascertainable.
Therefore, an option to purchase nonpublicly traded stock does not have a readily ascertainable
FMV.
If an option is not publicly traded and does not have a readily ascertainable FMV, there is no
taxable event when the option is granted. Upon exercise, the employee must recognize
compensation (ordinary income) in the amount of the FMV of the underlying stock, less any
amount paid for that stock. If the stock is sold at a later date, the sale is subject to capital gains tax
treatment. The holding period, determining whether the gain or loss will be taxed as long or short
term, begins on the date the option is exercised, not the date it is granted.
The employer granting the options has a corresponding compensation deduction in the year the
employee recognizes ordinary income. The compensation is subject to employment taxes and
withholding requirements.
Under IRC Section 83(b), the employee can make an election at the time of the grant of the
option to recognize ordinary income based on the value of the option at that time. Providing the
election is properly made and the employee recognizes the income, the employer can deduct the
value of the option at the time of grant.
If nonqualified options have, as defined, a readily ascertainable FMV, the recipient recognizes
ordinary income equal to the FMV of the option in the year it is granted. If the option was
purchased, the income recognized is the value of the option minus the cost. If the stock is later
sold, the gain is taxed at capital gain tax rates. The capital gain may be either long or short term,
depending on the holding period. The employee’s basis in the stock is the FMV of the option at
the date of grant plus the amount paid for the stock upon exercise.
Incentive Stock Options (Qualified Options)
The tax attributes of incentive stock options are significantly different than those associated with
nonqualified stock options. At the time an employee receives a grant of incentive stock options,
there is no tax due. Unlike nonqualified stock options, the employee realizes no taxable income
upon the exercise of incentive stock options. The employee may be subject to the alternative
minimum tax (AMT), however. An AMT preference is associated with the exercise of an
incentive stock option. The AMT preference is measured by the excess of the FMV of the stock at
the date of exercise in excess of the option exercise price. Whether or not this results in AMT to
the exercising employee is dependent upon the facts and circumstances of the employee’s tax
situation for the year of exercise. The AMT tax becomes due despite the fact that the employee
did not receive any cash on the date of exercise.
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Whether or not the employee is subject to AMT at the time of exercise, the employee will be
subject to tax upon the disposition of the stock obtained through the exercise of the incentive
stock options. If the disposition occurred within two years after the employee received the
incentive stock option grant, or one year after the options were exercised and stock was received,
ordinary income will be recognized. Ordinary income will be recognized to the extent that the
FMV of the stock at the time of exercise of the option exceeded the option exercise price. This
spread is generally referred to as the bargain purchase element. In the event that the stock has
declined in value, the gain will be limited to the excess of the disposition proceeds over the option
exercise price. The employee will also report a capital gain equal to the spread between the FMV
of the stock at the date of exercise of the option and the proceeds received from the disposition of
the stock on the sale date. If the stock is sold within one year of the exercise of the incentive stock
option, the capital gain will be a short-term capital gain taxed at ordinary income tax rates.
If the stock received as the result of the exercise of an incentive stock option is held for more than
the minimum holding period before the stock is sold, it will be deemed to be a qualifying
disposition. Specifically, if the stock is held for longer than two years after the grant date of the
incentive stock option, or longer than one year after the exercise of the option, the entire gain will
be treated as a long-term capital gain. The long-term capital gain will be the excess of the sale
proceeds at disposition over the exercise price of the incentive stock option.
In the year of the sale of the stock, any AMT that was paid in the year of exercise may be credited
against the taxes due on the stock sale. This will vary from taxpayer to taxpayer.
Appendix E, “Summary of Taxation of Stock Options,” addresses tax treatment of incentive stock
options and nonqualified stock options.
OTHER TAX ISSUES FOR STOCK OPTIONS AND DEFERRED
COMPENSATION IN DIVORCE
As is often the case in analyzing the two sections of tax law, a conflict exists between IRC
Sections 83 and 1041. IRC Section 83 addresses the recognition of income from restricted
property. Included within the governance of IRC Section 83 is income from nonqualified stock
options and nonqualified deferred compensation. IRC Section 1041, on the other hand, addresses
the transfer of assets between spouses and former spouses. Generally, under IRC Section 1041,
no gain or loss is recognized on the transfer of property between spouses or former spouses if the
transfer is incident to a divorce. Incident to a divorce is defined as occurring within one year after
the date the marriage ceases, or if it is related to the cessation of a marriage, pursuant to a divorce
instrument and occurring within six years after the divorce is final. The conflict between IRC
Sections 83 and 1041 arises in the context of the assignment of income rules. Readers are advised
to review Revenue Ruling 87-112 for a clear, concise explanation of the inherent conflict.
The transfer or distribution of nonqualified stock options and deferred compensation has been
deemed to be a transfer that triggers a taxable event. Under IRC Section 83, nonqualified stock
options and deferred compensation have, in some circumstances, been deemed to have been
exercised upon transfer between spouses. The deferred compensation and/or nonqualified stock
options were deemed to be taxable compensation to the employee spouse and reportable upon
transfer. The nonemployee spouse was deemed to have carryover basis equal to the amount of
compensation reported by the transferor spouse. Under the scenario discussed above, the
employee-transferor spouse recognized taxable income yet received no cash. This phantom
income resulted in substantial tax due and owing by the transferor spouse. The transferee spouse
generally received the proceeds tax-free. In transactions in which the situation is known, the
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transfer was often tax-effected so that funds were retained by the transferor spouse sufficient to
pay taxes due resulting from the transfer. Since the transferor spouse was often in a higher tax
bracket than the transferee spouse, the transferee spouse received the proceeds after being taxed
in a higher bracket than they would have otherwise incurred.
In a number of cases, and in order to avoid the results discussed above, in which the options or
deferred compensation were not immediately vested, or for strategic reasons would not be
exercised, constructive trusts have been instituted wherein the nonemployee spouse would inform
the employee spouse of his or her intent to exercise that portion of the deferred compensation or
stock options which were allocated to them.
The IRS Field Service Memorandum dated July 29, 1999, addressed the issue of the transfer of
incentive stock options between spouses or former spouses. The Field Service Memorandum
indicated that in the event of transfer of incentive stock options from the employee spouse to the
nonemployee spouse, the incentive stock options would cease to be incentive stock options and
would be converted to nonqualified stock options. The converted incentive stock options would
then be treated and taxed in the same manner as nonqualified stock options upon transfer from the
employee spouse to nonemployee spouse. Consequently, the incentive stock options would result
in immediate income to the employee transferor spouse upon transfer to the nonemployee spouse.
Recognizing the inherent conflict between IRC Sections 83 and 1041, the IRS issued Revenue
Ruling 2002-22 in May 2002. This revenue ruling addresses the transfer of nonqualified stock
options and deferred compensation only in the context of divorce; it does not otherwise apply.
Additionally, nonqualified stock options, deferred compensation, and other future income rights,
to the extent that they are unvested at the time of transfer and subject to forfeiture, are not
transferable in accordance with IRS Revenue Ruling 2002-22 and are therefore subject to all of
the cautions that follow.
Upon transfer of nonqualified stock and deferred compensation options, no gain or loss will be
triggered to either the transferor or the transferee spouse. The transferor-spouse will be deemed to
have transferred the deferred compensation and stock options under IRC Section 1041 to a spouse
or former spouse and no gain will be recognized. The transferee-spouse will receive the deferred
compensation or stock options with an effective carryover basis and will report a gain upon the
exercise of the stock options or receipt of the deferred compensation. Consequently, the
transferee spouse or nonemployee spouse, rather than the transferor or employee spouse, will
recognize income under IRC Section 83(a).
Although IRS Revenue Ruling 2002-22 addresses nonqualified stock options and deferred
compensation, it is assumed that substantially the same treatment would be afforded the transfer
of incentive stock options issued under IRC Section 422. In keeping with the general theory of
the IRS Field Service Memorandum issued on July 29, 1999, upon transfer of the incentive stock
options by the employee transferor spouse to the nonemployee transferee spouse, the incentive
stock options issued under IRC Section 422 would cease to be incentive stock options and would,
upon transfer, become nonqualified stock options subject to taxation under IRC Section 83(a). As
a result of this deemed conversion from incentive stock option to nonqualified stock option,
former incentive stock options would not be taxable to the employee transferor spouse upon
transfer and would be received with carryover basis by the transferee spouse. Upon the exercise
of the former incentive stock options by the transferee spouse, the transferee spouse would
recognize income taxable in the year of exercise.
Knowledge of the opportunities and requirements contained in Revenue Ruling 2002-22 allows
practitioners the opportunity to assist the divorcing spouses through tax planning. The conclusion
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that IRC Section 1041 governs the transfer of stock options and deferred compensation in divorce
affords the divorcing spouses the opportunity to select who will be taxed on the transaction.
TAXATION OF RETIREMENT PROCEEDS
Most employer retirement plans encountered in family law cases are qualified under IRC Section
401. Qualified plan assets are transferable between the parties without tax consequence to the
employee pursuant to a qualified family law order (QDRO). If assets are divided pursuant to a
QDRO, the nonemployee spouse has several options regarding what to do with the proceeds. The
proceeds can be rolled over into an IRA. If this occurs, the proceeds are subject to all the rules
applicable to IRAs. The spouse can take the proceeds and keep them outside any retirement
vehicle. In this case, the spouse will pay income tax on the balance received, but can avoid the
10-percent early withdrawal penalty that would be applied if applicable. This is pursuant to IRC
Section 72(t). The nonemployee spouse also has the option of mixing these results. The
administrator of the plan will forward documents to the nonemployee spouse that will detail these
options and provide information regarding the timing of the disbursement.
INDIVIDUAL RETIREMENT ACCOUNTS, SIMPLIFIED EMPLOYEE PENSION,
AND SIMPLE PLANS
IRAs, SEPs, and SIMPLE plans can be transferred pursuant to a divorce decree or a marital
settlement agreement. The simple presentation of the filed court document to the investment firm
possessing the assets will trigger the transfer of the assets. The CPA should ensure that there are
no investment penalties associated with a transfer. The transfer can cause the liquidation of an
existing investment and a rollover into a new investment.
If a party to a divorce receives an IRA in a property settlement, there are several options
regarding the short-term use of the proceeds. The monies can be rolled over into another IRA.
This option, if accomplished within 60 days, will not generate a current income tax consequence.
Once the funds are inside a new IRA, they are again subject to all of the income tax and penalty
provisions that accompany regular IRAs. There are provisions in IRC Section 72(t) that will
allow the balance in the IRA to be annuitized over the remaining life expectancy of the owner of
the account. The annuity is computed using the balance in the account, a reasonable interest rate,
and a rate withdrawal that can be maintained over the owner’s remaining life expectancy. If these
conditions are met and the payments continue for at least five years, the withdrawals are exempt
from the 10-percent early withdrawal penalty regardless of the age of the account holder. This
provision may be used by individuals, providing the annuitant funds with which to finance
education or other rehabilitation expenses.
NONQUALIFIED PLANS
There are significant issues that must be addressed if nonqualified plans are transferred pursuant
to a divorce or separation. Because of the position taken by the IRS regarding the assignment of
income, it is possible to cause the distributions of nonqualified plan assets to the nonemployee
spouse to be taxed to the employee spouse in the resolution of a family law case. These plans are
a contract between the company and employee to pay benefits at some future date. They may or
may not be currently funded, are always discriminatory, and are subject to risks of forfeiture.
Even if the plans are funded, generally, the assets of the plan are subject to creditor claims of the
employer and are, in most circumstances, nontransferable.
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QDROs do not apply to nonqualified retirement plans. In Letter Ruling 9340032, the IRS has
held that upon payment to a taxpayer’s ex-spouse of amounts due under a nonqualified deferred
compensation plan, the taxpayer realized income in the amount paid to the ex-spouse.
CONCLUSION
In providing family law services, CPAs should possess the requisite understanding of the
theories, rules, and procedures in this practice area. They should also have a familiarity with the
local laws that drive the recognized practices and approaches. This practice aid has been designed
to provide recommended guidance, such as addressing financial issues, when serving the family
law client irrespective of where the marital dissolution takes place. However, it cannot be
overemphasized that family law is subject to the particular jurisdictional rules, making it vitally
important that the CPA understand and follow those rules.
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APPENDIX A
PROFESSIONAL STANDARDS AND LITERATURE RELATED TO
DIVORCE LITIGATION ENGAGEMENTS
This practice aid, while providing solid background on the key issues associated in divorce
litigation, is neither meant to provide a comprehensive treatment of professional standards in
general nor to address standards for litigation engagements and business valuations for divorce in
particular. The CPA who provides family law services should be familiar with the current
authoritative standards and related nonauthoritative literature available as guidance in this
practice area.
AUTHORITATIVE LITERATURE
The authoritative literature that relates to family law includes the following:
• American Institute of Certified Public Accountants (AICPA) Code of Professional Conduct
— Rule 101, “Independence; including the revision of Interpretation No. 101-3”
— Rule 102, “Integrity and Objectivity”
— Rule 201, “General Standards”
— Rule 301, “Confidential Client Information”
— Rule 302, “Contingent Fees”
— Rule 501, “Acts Discreditable”
— Rule 502, “Advertising and Other Forms of Solicitation”
— Rule 503, “Commissions and Referral Fees”
• AICPA Statement of Standards for Consulting Services (SSCS) No. 1, Consulting
Services: Definitions and Standards (AICPA, Professional Standards, vol. 2, CS sec. 100)
There are certain compliance exemptions from AICPA professional standards that apply to
litigation services, including exemptions from the AICPA’s Statement on Standards for
Attestation Engagements (SSAEs) and Statements on Standards for Accounting and Review
Services (SSARSs).
Litigation services differ from attestation services. See Interpretation No. 3, “Applicability of
Attestation Standards to Litigation Services,” of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification (AICPA,
Professional Standards, vol. 1, AT sec. 9101.34-.42).
Similarly, there are circumstances where SSARSs does not apply to litigation services
engagements. Refer to Interpretation No. 20, “Applicability of Statements on Standards for
Accounting and Review Services to Litigation Services,” of Statement on Standards for
Accounting and Review Services (SSARS) No. 1, Compilation and Review of Financial
Statements (AICPA, Professional Standards, vol. 2, AR sec. 9100.76-.79).
The reason for the exemptions is that in litigation engagements, the CPA’s work product, and all
the underlying documents that form the basis of his or her opinion, are subject to analysis and
challenge by other parties to the dispute. In addition, the CPA may perform work that is protected
by the attorney’s work product privilege and is not intended for any other purpose.

A CPA’S GUIDE TO FAMILY LAW SERVICES

70
SPECIAL REPORTS

Special Reports published by the AICPA applicable for family law engagements include the
following:
• Special Report 93-2, Conflicts of Interest in Litigation Service Engagements
• Special Report 93-3, Comparing Attest and Consulting Services: A Guide for the Practitioner
• Special Report 03-1, Litigation Services and Applicable Professional Standards (supersedes
Consulting Services Special Report 93-1, Application of AICPA Professional Standards in
the Performance of Litigation Services)
PRACTICE AIDS
Practice aids published by the AICPA applicable for family law engagements include the
following:
• Consulting Services Practice Aid 93-4, Providing Litigation Services
• Consulting Services Practice Aid 96-3, Communicating in Litigation Services: Reports,
A Non-Authoritative Guide
• Consulting Services Practice Aid 99-1, Alternative Dispute Resolution Services
• Business Valuation and Forensic & Litigation Services Section Practice Aid 04-1,
Engagement Letters for Litigation Services (supersedes Technical Consulting Practice
Aid 95-2, Communicating Understandings in Litigation Services: Engagement Letters)
OTHER NONAUTHORITATIVE PROFESSIONAL LITERATURE
CPAs working on family law engagements should also consider consulting the following
nonauthoritative professional literature:
• Gary R. Trugman. A CPA’s Guide to Valuing a Closely Held Business. New York:
AICPA, 2001.
• Gary R. Trugman. Understanding Business Valuation: A Practical Guide to Valuing
Small to Medium-Sized Businesses, 2nd Edition. New York: AICPA, 2002.
BUSINESS VALUATION STANDARDS
This practice aid does not purport to explain in detail all the appraisal standards that have been
promulgated by all the appraisal organizations. Practitioners should, however, be aware of the
appraisal standards that have been issued, particularly those by the organizations of which they
are members. Familiarity with the standards of all the organizations, however, will enable to CPA
to offer valuable assistance to attorneys by identifying how and why the opposing expert may
have misapplied the standards that were followed in establishing an opinion.
EXISTING STANDARDS APPLICABLE TO VALUATION SERVICES
The practitioner should be aware of the relevant standards that may apply to practitioners
performing business valuation services in connection with a divorce engagement. Depending
upon the CPA practitioner’s memberships and those of the opposing expert(s), the standards of
the following organizations may be pertinent:
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• The American Institute of Certified Public Accountants (AICPA)
• American Society of Appraisers (ASA)
• The Appraisal Foundation, which establishes promulgated Uniform Standards of Professional
Appraisal Practice (USPAP)
• The Institute of Business Appraisers (IBA)
• National Association of Certified Valuation Analysts (NACVA)
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APPENDIX B
AMERICAN BAR ASSOCIATION TABLE OF STATE FACTORS TO
CONSIDER IN THE DIVISION OF PROPERTY

State
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
District of
Columbia
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada
New
Hampshire
New Jersey
New Mexico
New York
North
Carolina
North Dakota
Ohio
Oklahoma
Oregon

Community
Property

Only
Marital
Divided
X

X
X
X
X

Statutory
List of
Factors
X
X
X
X
X
X
X

Nonmonetary Economic Contribution
Contributions Misconduct to Education
X
X
X
X
X
X
X*
X
X
X
X
X
X
X
X
X
X
X

X

X

X

X

X
X

X

X

X

X
X
X
X
X
X
X

X

X

X
X
X

X
X

X

X
X

X

X
X
X
X
X

X

X

X
X
X

X
X
X
X
X
X
X
X
X
X

X
X
X
X
X
X
X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X
X

X

X
X
X
X

X
X
X
X

X
X

X
X†
X
X
X

X
X
X
X
X
X

X
X

X
X
X
X

X

X
(continued)
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State
Pennsylvania
Rhode Island
South
Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Community
Property

Only
Marital
Divided
X
X

Statutory
List of
Factors
X
X

X

X

X

X

X

X

X
X
X
X

X
X
X
X
X
X

X
X

X
X

Nonmonetary Economic Contribution
Contributions Misconduct to Education
X
X
X
X
X
X

X
X
X
X

X
X
X

X
X
X
X
X
X

X
X
X
X
X

* Contribution to education is a spousal maintenance factor. One case provides restitution if a spouse makes extraordinary
unilateral efforts resulting in another’s education.
† Nonmarital may be invaded up to 50 percent to prevent unfair hardship.
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APPENDIX C
AMERICAN BAR ASSOCIATION TABLE OF STATE-SPECIFIC
FACTORS FOR SUPPORT

State
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
District of
Columbia
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada
New
Hampshire
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon

Statutory List
X
X
X
X
X
X
X
X
X
X
X
X
X

Marital Fault
Not
Considered
X
X
X
X
X

X

X
X
X
X

X

X
X
X
X
X

X

X
X

X
X
X

X

X
X
X

X
X
X

X†
X

X

X
X
X

X
X
X
X

X

X
X

X
X

X

X

X

X

X

X

X

X
X
X
X
X

X
X

X
X

X
X

X
X
X
X

X
X

X
X
X

X

X
X
X
X

States as
Custodial
Parent

X

X

X

Standard of
Living
X
X
X

X

X

X

X
X
X
X

X*

X

X
X
X
X
X

X
X

Marital Fault
Relevant
X

X
X
X

X
X
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State
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Statutory List
X
X
X
X
X
X
X
X
X
X
X

Marital Fault
Not
Considered

Marital Fault
Relevant
X
X
X
X
X
X
X

X
X
X
X
X

Standard of
Living
X
X
X
X
X
X
X
X
X
X

X
X

States as
Custodial
Parent
X
X
X
X
X
X
X

X

* Contribution to education is a spousal maintenance factor. One case provides restitution if a spouse makes extraordinary
unilateral efforts resulting in another’s education.
† Nonmarital may be invaded up to 50 percent to prevent unfair hardship.

77

APPENDIX D
RETIREMENT PLANS–-DIVORCE PLANNING CONSIDERATIONS
Withdrawal Date

Tax
Implications

Standard
Corporate
Defined
Benefits Plan
insured by
PBGC

Any time, subject to the
following:

Taxed at
ordinary rates.

As prescribed by fund
manager, until date of
death. Possible
survivor benefits. No
loans or early
withdrawals.

Yes

To any standard
IRA, SEP IRA,
or qualified plan.

Defined
Contribution
or 401(k)

Employee attains age 59.5,
subject to the following
exceptions:

Taxed at
ordinary rates.
Penalty of 10%
for early
withdrawal,
except for nonearning spouse
pursuant to
QDRO.

Can take full amount
at any time after
retirement, subject to
ordinary tax rates.
Loans allowed.

Yes

To any standard
IRA, SEP IRA,
or qualified plan.

Taxed at
ordinary rates,
less prorated
amount for nondeductible
contributions
(i.e., the
exclusion ratio).
Penalty of 10%
on early
withdrawal.

Can take full amount
after age 59.5 at any
time, subject to
ordinary tax rates. No
loans allowed.

No

To any standard
IRA, SEP IRA,
or qualified plan.

If separation from service
occurs before the year
employee turns age 55, 10%
penalty for lump-sum
distribution, otherwise no
penalty if “lifetime annuity”
option is chosen; if age 55,
then lump-sum or annuity
may be taken upon
retirement before age 55, at
any time. If retirement after
age 55, withdrawal can begin
at age 59.5.

1. Death (payable to
beneficiary);
2. Disability (see Code
72(m)(7);
3. Substantially equal
periodic payments (and
separation from service).
(See IRS Code 72(t);
4. Medical Expenses of
7.5% of IRA holder’s
AGI;
5. $10,000 limit for first
time home purchase;
6. Qualified higher
education expenses.

Withdrawal Amounts

Qualified

Rollover

If separation from service at
55, can withdraw without
10% penalty.
Must begin at age 70.5
Standard IRA
(See IRS Pub.
590)

Can begin at age 59.5. Must
begin by April 1 after age
70.5.

(continued)
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Withdrawal Date
Spousal IRA

Tax
Implications

Withdrawal Amounts

Qualified

Rollover

Same as Standard.

Same as
Standard.

Same as Standard.

No

To any standard
IRA, SEP IRA,
or qualified plan.

Contributions can be
withdrawn at any time taxand penalty-free and are
always treated as withdrawn
first, before earnings;
qualified distributions of
earnings can be withdrawn
tax-free if the account has
been held for at least years
and the IRA holder is:

No tax on
principal or
income after age
59.5. Ordinary
income and
penalty tax of
10% on earned
income if
money is taken
before age 59.5
or held less than
five years.

Can withdraw
principal at any time,
subject to ordinary
and penalty tax on
income. No loans
allowed.

No

Only to another
Roth IRA

Same as Standard.

Ordinary tax
after age 59.5.
Ordinary
income tax plus
penalty of 25%
on withdrawals
made within
two years of
participation.

Same as Standard.

No

To a standard
IRA only after
two years
participation in
the Simple IRA,
or to another
Simple IRA at
any time after
separation.

SEP IRA

Same as Standard.

Same as
Standard.

Same as Standard.

No

To any standard
IRA, SEP IRA,
or qualified plan.

457

Retirement, separation,
unforeseen emergency, or
death.

Taxed at
ordinary
income. Not
subject to 10%
penalty.

Any amount.

No

For
governmental
employees (i.e.,
not applicable to
non-profit
employees), can
be rolled to a
traditional IRA,
401(k), 403(b),
defined benefit

(See IRS Pub.
590)
Roth IRA
(See IRS Pub.
590)

•
•
•
•

Age 59.5,
Deceased,
Disabled, or
Taking distribution up to
$10,000 for first-time
home purchase.

Note- Qualified
plan distributions
(i.e., lump sums)
cannot be
directly rolled
into a Roth IRA.
However, after
properly rolledover to a
standard IRA,
can be converted
to Roth, subject
to Roth
conversion rules.

*Rule 72(t) distributions not
subject to 10% penalty.
*If distribution occurs before
the expiration of the 5-year
holding and does not meet
one of the above exceptions,
the earnings are subject to
ordinary income tax plus a
10% penalty.
No required distributions at
any age.
SIMPLE IRA
(See IRS Pub.
590)

(See IRS Pub.
575; 560)
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Withdrawal Date

403(b)

Tax
Implications

Withdrawal Amounts

Qualified

Rollover
plan, or another
457. Note that
once rolled,
distributions are
subject to 10%
penalty if taken
before age 59.5.

Same as Standard.

Same as
Standard.

20% must be
withheld, even for
rollovers.

Yes

Traditional IRA;
Another 403(b)
or other qualified
plan.
Governmenteligible 457 plan.

Keogh

Upon retirement after age 55,
at any time. If retirement
after age 55, withdrawal can
begin at age 59.5. Must begin
by April 1 after age 70.5.

Taxed at
ordinary rates.
Ordinary tax
plus 10%
penalty on early
withdrawals. No
penalty for early
withdrawal by
non-earning
spouse, subject
to QDRO.

Set amounts on
monthly basis for
Defined Benefits. Any
amount at age 59.5 for
Defined Contribution
Plans. Possible loans.

Yes

Only to another
standard IRA for
defined
contribution
Keogh’s.

412(i)

Upon retirement after age 55,
at any time. If retirement
after age 55, withdrawal can
begin at age 59.5. Must begin
by April 1 after age 70.5

Ordinary rates,
plus 10% early
withdrawal
penalty. No
penalty for early
withdrawal by
non-earning
spouse, subject
to QDRO.

Ten year payout,
beginning at age 65.
Survivor benefits.
Possible lump sum
payment at retirement.

Yes

To any standard
IRA, SEP IRA,
or qualified plan.

(See IRS Pub.
571)
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APPENDIX E
SUMMARY OF TAXATION OF STOCK OPTIONS
Incentive Stock Options
Section 422
Sale Within Two Years of Grant
Date or One Year of Exercise

At Grant or Exercise
1) Regular tax: None

Disqualifying dispositions are
taxable as ordinary income.
Income is the: 1) Amount by
which the fair market value of the
stock exceeded the exercise price
of the option or,

Sale After Two
Years of Grant Date
or One Year of Exercise
Qualifying dispositions,
which meet the holding
period are taxed as LTCG.

2) Amount realized on disposition
reduced by the option price, if
less.
2) AMT adjustment in the
year in which the stock is
freely transferable and
not subject to substantial
risk of forfeiture (§56(b)
(3)), unless sold in the
same year.
AMT adjustment is the
excess of the stock’s fair
market value over the
exercise price at the time
of exercise.

Nonqualified Stock Options
Section 83
At Grant

At Exercise

Ordinary income—
taxable if option
has a “readily
ascertainable
FMV.” Regs.
§1.83-1(a) and
§1.83-7(a).

Ordinary income—
taxable if option does
not have a “readily
ascertainable FMV” at
the time of grant
§1.83-7(a)

FMV of the option
is taxable.

Excess of FMV of
stock over the option
exercise price.

Sale of Stock Within
One Year of Exercise

Sale of Stock One
Year After Exercise

STCG

LTCG
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APPENDIX F
IRC SECTION 1041, TRANSFERS OF PROPERTY
Sec. 1041. Transfers of Property Between Spouses or Incident to Divorce
1041(a) General Rule. No gain or loss shall be recognized on a transfer of property from an
individual to (or in trust for the benefit of):
• 1041(a)(1) a spouse, [but see 1041(d) below for nonresident alien spouse and 1041(e)
for transfers to trusts with negative basis]
• 1041(a) (2) a former spouse, but only if the transfer is incident to the divorce.
1041(b) Transfer Treated as Gift; Transferee has Transferor’s Basis. In the case of any
transfer of property described in subsection (a):
• 1041(b)(1) for purposes of this subtitle, the property shall be treated as acquired by the
transferee by gift
• 1041(b) (2) the basis of the transferee in the property shall be the adjusted basis of the
transferor.
1041(c) Incident to Divorce. For purposes of subsection (a) (2), a transfer of property is
incident to the divorce if such transfer:
• 1041(c)(1) occurs within one year after the date on which the marriage ceases, or
• 1041(c) (2) is related to the cessation of the marriage.
1041(d) Special Rule Where Spouse is Nonresident Alien. Subsection (a) shall not apply if the
spouse (or former spouse) of the individual making the transfer is a nonresident alien.
1041(e) Transfers in Trust Where Liability Exceeds Basis. Subsection (a) shall not apply to the
transfer of property in trust to the extent that:
• 1041(e)(1) the sum of the amount of the liabilities assumed, plus the amount of the
liabilities to which the property is subject, exceeds
• 1041(e) (2) the total of the adjusted basis of the property transferred.
Proper adjustment shall be made under subsection (b) in the basis of the transferee in such
property to take into account gain recognized by reason of the preceding sentence.
Some issues regarding marital property transfers are worth emphasizing:
1. Transfers between spouses or former spouses are treated as gifts, with carryover basis.
Even in transactions which are structured as sales, the transaction will be treated as a
gift, under IRC Section1041.
2. The transferor spouse, or ex-spouse, must provide the transferee spouse with tax basis
information. Practitioners are warned to obtain basis information before the final
settlement of a divorce engagement as access to the information and cooperation from
the transferor spouse may end with the case.
The IRS issued Temporary Regulation 1.1041-IT, “Treatment of Transfer of Property Between
Spouses or Incident to Divorce,” to provide guidance in marital property transfers. The format of
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the temporary regulations is eighteen questions and answers. Some of the more relevant questions
and answers are reproduced below. The questions are numbered to correspond to Reg. 1.1041-1T.
Q1.

How is the transfer of property between spouses treated under IRC Section 1041?

A1. Generally, no gain or loss is recognized on a transfer of property from an
individual to (or in trust for the benefit of) a spouse or, if the transfer is incident to a divorce, a
former spouse. The following questions and answers describe more fully the scope, tax
consequences, and other rules which apply to transfers of property under IRC Section 1041.
Q2.

Does IRC Section 1041 apply only to transfers of property incident to divorce?

A2. No. IRC Section 1041 is not limited to transfers of property incident to divorce.
IRC Section 1041 applies to any transfer of property between spouses regardless of whether the
transfer is a gift or is a sale or exchange between spouses acting at arm’s length (including a
transfer in exchange for the relinquishment of property or marital rights or an exchange otherwise
governed by another non-recognition provision of the Code.) A divorce or legal separation need
not be contemplated between the spouses at the time of the transfer nor must a divorce or legal
separation ever occur.
Example (1). A and B are married and file a joint return. A is the sole owner of a
condominium unit. A sale or gift of the condominium from A to B is a transfer which is
subject to the rules of IRC Section 1041.
Example (2). A and B are married and file separate returns. A is the owner of an
independent sole proprietorship, X Company. In the ordinary course of business, X
Company makes a sale of property to B. This sale is a transfer of property between
spouses and is subject to the rules of IRC Section 1041.
Example (3). Assume the same facts as in Example (2), except that X Company is a
corporation wholly owned by A. This sale is not a sale between spouses subject to the
rules of IRC Section 1041. However, in appropriate circumstances, general tax
principles, including the step-transaction doctrine, may be applicable in recharacterizing the transaction.
Q3. Do the rules of IRC Section 1041 apply to a transfer between spouses if the
transferee spouse is a nonresident alien?
A3. No. Gain or loss (if any) is recognized (assuming no other non-recognition
provision applies) at a time of a transfer of property if the property is transferred to a spouse who
is a nonresident alien.
Q4.

What kinds of transfers are governed by IRC Section 1041?

A4. Only transfers of property (whether real or personal, tangible or intangible) are
governed by IRC Section 1041. Transfers of services are not subject to the rules of IRC Section 1041.
Q5. Must the property transferred to a former spouse have been owned by the
transferor spouse during the marriage?
A5. No. A transfer of property acquired after the marriage ceases may be governed by
IRC Section 1041.
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What is a transfer of property “incident to a divorce?”

A6. A transfer of property is “incident to a divorce” in either of the following two
circumstances:
(1) If the transfer occurs not more than one year after the date on which the marriage
ceases, or
(2) The transfer is related to the cessation of the marriage.
Thus, a transfer of property occurring not more than one year after the date on which the marriage
ceases need not be related to the cessation of the marriage to qualify for IRC Section 1041
treatment. (See A7 for transfers occurring more than one year after the cessation of the marriage.)
Q7.

When is a transfer of property “related to the cessation of the marriage?”

A7. A transfer of property is treated as related to the cessation of the marriage if the
transfer is pursuant to a divorce or separation instrument, as defined in IRC Section 71(b)(2),
and the transfer occurs not more than six years after the date on which the marriage ceases. a
divorce or separation instrument includes a modification or amendment to such decree or
instrument. Any transfer not pursuant to a divorce or separation instrument and any transfer
occurring more than six years after the cessation of the marriage. This presumption may be
rebutted only by showing that the transfer was made to effect the division of property owned by
the former spouses at the time of the cessation of the marriage. For example, the presumption
may be rebutted by showing that (a) the transfer was not made within the one- and six-year
periods described above because of factors which hampered an earlier transfer of the property,
such as legal or business impediments to transfer or disputes concerning the value of the
property owned at the time of the cessation of the marriage, and (b) the transfer is effected
promptly after the impediment to transfer is removed.
Q8. Do annulments and the cessations of marriages that are void ab initio (not legally
binding) due to violations of state law constitute divorces for purposes of Section 1041?
A8.

Yes.

Q9. May transfers of property to third parties on behalf of a spouse (or former
spouse) qualify under IRC Section 1041? [This question is particularly relevant to stock
redemptions in divorce.]
A9. Yes. There are three situations in which a transfer of property to a third party on
behalf of a spouse (or former spouse) will qualify under IRC Section 1041, provided all other
requirements of the section are satisfied. The first situation is the transfer to the third party is
required by a divorce or separation instrument. The second situation is the transfer to the third
party is pursuant to the written request of the other spouse (or former spouse). The third situation
is the transferor received from the other spouse (or former spouse) a written consent or
ratification of the transfer to the third party. Such consent or ratification must state that the parties
intend the transfer to be treated as a transfer to the non-transferring spouse (or former spouse)
subject to the rules of IRC Section 1041 and must be received by the transferor prior to the date
of filing of the transferor’s first return of tax for the taxable year in which the transfer was made.
In the three situations described above, the transfer of property will be treated as made directly to
the non-transferring spouse (or former spouse) and the non-transferring spouse will be treated as
immediately transferring the property to the third party. The deemed transfer from the nontransferring spouse (or former spouse) to the third party is not a transaction that qualifies for non-
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recognition of gain under IRC Section 1041. This A9 shall not apply to transfers to which IRC
Section 1.1041-2 applies.
Q10. How is the transferor of property under IRC Section 1041 treated for income tax
purposes?
A10. The transferor of property under IRC Section 1041 recognizes no gain or loss on
the transfer even if the transfer was in exchange for the release of marital rights or other
consideration. This rule applies regardless of whether the transfer is of property separately owned
by the transferor or is a division (equal or unequal) of community property. Thus, the result under
IRC Section 1041 differs from the result in United States v. Davis, 370 U. S. 65 (1962).
Q11. How is the transferee of property under IRC Section 1041 treated for income tax
purposes?
A11. The transferee of property under IRC Section 1041 recognizes no gain or loss upon
receipt of the transferred property. In all cases, the basis of the transferred property in the hands
of the transferee is the adjusted basis of such property in the hand of the transferor immediately
before the transfer. Even if the transfer is a bona fide sale, the transferee does not acquire a basis
in the transferred property equal to the transferee’s cost (the fair market value). This carryover
basis rule applies whether the adjusted basis of the transferred property is less than, equal to, or
greater than its fair-market value at the time of transfer (or the value of any consideration
provided by the transferee) and applies for purposes of determining loss as well as gain upon the
subsequent disposition of the property by the transferee. Thus, this rule is different from the rule
applied in IRC Section 1015(a) for determining the basis of property acquired by gift.
Q12. Do the rules described in A10 and A11 apply even if the transferred property is
subject to liabilities which exceed the adjusted basis of the property?
A12. Yes. For example, assume A owns property having a fair market value of $10,000
and an adjusted basis of $1,000. In contemplation of making a transfer of this property incident to
a divorce from B, A borrows $5,000 from a bank, using the property as security for the
borrowing. A then transfers the property to B, and B assumes, or takes the property subject to the
liability to pay the $5,000 debt. Under IRC Section 1041, A recognizes no gain or loss upon the
transfer of the property, and the adjusted basis of the property in the hands of B is $1,000.
Q13. Does the transferor of property in a transaction described in IRC Section 1041
have to supply the transferee, at the time of the transfer with records sufficient to determine the
adjusted basis and holding period of the property at the time of the transfer, and (if applicable),
with notice that the property transferred under IRC Section 1041 is potentially subject to
recapture of the investment tax credit?
A13. Yes. A transferor of property under IRC Section 1041 must, at the time of the
transfer, supply the transferee with records sufficient to determine the adjusted basis and holding
period of the property as of the date of the transfer. In addition, in the case of a transfer of
property which carries with it a potential liability for investment tax credit recapture, the
transferor must, at the time of the transfer, supply the transferee with records sufficient to
determine the amount and period of such potential liability. Such records must be preserved and
kept accessible by the transferee.

87

APPENDIX G
IRC SECTION 71, ALIMONY AND SEPARATE MAINTENANCE PAYMENTS
71(a) GENERAL RULE.—
Gross income includes amounts received as alimony or separate maintenance payments.
71(b) ALIMONY OR SEPARATE MAINTENANCE PAYMENTS DEFINED.—
For purposes of this section—
71(b)(1) IN GENERAL.—
The term “alimony or separate maintenance payment” means any payment in cash if—
71(b)(1)(A) such payment is received by (or on behalf of) a spouse under a divorce or
separation instrument,
71(b)(1)(B) the divorce or separation instrument does not designate such payment as a
payment which is not includible in gross income under this section and not allowable as a
deduction under section 215,
71(b)(1)(C) in the case of an individual legally separated from his spouse under a decree
of divorce or of separate maintenance, the payee spouse and the payor spouse are not
members of the same household at the time such payment is made, and
71(b)(1)(D) there is no liability to make any such payment for any period after the death
of the payee spouse and there is no liability to make any payment (in cash or property) as
a substitute for such payments after the death of the payee spouse.
71(b)(2) DIVORCE OR SEPARATION INSTRUMENT.—
The term “divorce or separation instrument” means—
71(b)(2)(A) a decree of divorce or separate maintenance or a written instrument incident
to such a decree,
71(b)(2)(B) a written separation agreement, or
71(b)(2)(C) a decree (not described in subparagraph (A)) requiring a spouse to make
payments for the support or maintenance of the other spouse.
71(c) PAYMENTS TO SUPPORT CHILDREN. —
71(c)(1) IN GENERAL.—Subsection (a) shall not apply to that part of any payment which the
terms of the divorce or separation instrument fix (in terms of an amount of money or a part of
the payment) as a sum which is payable for the support of children of the payor spouse.
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71(c)(2) TREATMENT OF CERTAIN REDUCTIONS RELATED TO CONTINGENCIES
INVOLVING CHILD.—
For purposes of paragraph (1), if any amount specified in the instrument will be reduced—
71(c)(2)(A) on the happening of a contingency specified in the instrument relating to a
child (such as attaining a specified age, marrying, dying, leaving school, or a similar
contingency), or
71(c)(2)(B) at a time which can clearly be associated with a contingency of a kind
specified in subparagraph (A),
an amount equal to the amount of such reduction will be treated as an amount fixed as
payable for the support of children of the payor spouse.
71(c)(3) SPECIAL RULE WHERE PAYMENT IS LESS THAN AMOUNT SPECIFIED IN
INSTRUMENT.—For purposes of this subsection, if any payment is less than the amount
specified in the instrument, then so much of such payment as does not exceed the sum
payable for support shall be considered a payment for such support.
71(d) SPOUSE.—
For purposes of this section, the term “spouse” includes a former spouse.
71(e) EXCEPTION FOR JOINT RETURNS.—
This section and section 215 shall not apply if the spouses make a joint return with each other.
71(f) RECOMPUTATION WHERE EXCESS FRONT-LOADING OF ALIMONY PAYMENTS.—
71(f)(1) IN GENERAL.—If there are excess alimony payments—
71(f)(1)(A) the payor spouse shall include the amount of such excess payments in gross
income for the payor spouse’s taxable year beginning in the 3rd post-separation year, and
71(f)(1)(B) the payee spouse shall be allowed a deduction in computing adjusted gross
income for the amount of such excess payments for the payee’s taxable year beginning in
the 3rd post-separation year.
71(f)(2) EXCESS ALIMONY PAYMENTS.—For purposes of this subsection, the term
“excess alimony payments” mean the sum of—
71(f)(2)(A) the excess payments for the 1st post-separation year, and
71(f)(2)(B) the excess payments for the 2nd post-separation year.
71(f)(3) EXCESS PAYMENTS FOR 1ST POST-SEPARATION YEAR.—For purposes of
this subsection, the amount of the excess payments for the 1st post-separation year is the
excess (if any) of—
71(f)(3)(A) the amount of the alimony or separate maintenance payments paid by the
payor spouse during the 1st post-separation year, over
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71(f)(3)(B) the sum of—
71(f)(3)(B)(i) the average of—
71(f)(3)(B)(i)(I) the alimony or separate maintenance payments paid by the
payor spouse during the 2nd post-separation year, reduced by the excess
payments for the 2nd post-separation year, and
71(f)(3)(B)(i)(II) the alimony or separate maintenance payments paid by the
payor spouse during the 3rd post-separation year, plus
71(f)(3)(B)(ii) $15,000.
71(f)(4) EXCESS PAYMENTS FOR 2ND POST-SEPARATION YEAR.—For purposes of
this subsection, the amount of the excess payments for the 2nd post-separation year is the
excess (if any) of —
71(f)(4)(A) the amount of the alimony or separate maintenance payments paid by the
payor spouse during the 2nd post-separation year, over
71(f)(4)(B) the sum of—
71(f)(4)(B)(i) the amount of the alimony or separate maintenance payments paid by
the payor spouse during the 3rd post-separation year, plus
71(f)(4)(B)(ii) $15,000.
71(f)(5) EXCEPTIONS.—
71(f)(5)(A) WHERE PAYMENT CEASES BY REASON OF DEATH OR REMARRIAGE.—
Paragraph (1) shall not apply if—
71(f)(5)(A)(i) either spouse dies before the close of the 3rd post-separation year, or
the payee spouse remarries before the close of the 3rd post-separation year, and
71(f)(5)(A)(ii) the alimony or separate maintenance payments cease by reason of
such death or remarriage.
71(f)(5)(B) SUPPORT PAYMENTS.—For purposes of this subsection, the term
“alimony or separate maintenance payment” shall not include any payment received
under a decree described in subsection (b)(2)(C).
71(f)(5)(C) FLUCTUATING PAYMENTS NOT WITHIN CONTROL OF PAYOR SPOUSE.—
For purposes of this subsection, the term “alimony or separate maintenance payment”
shall not include any payment to the extent it is made pursuant to a continuing liability
(over a period of not less than 3 years) to pay a fixed portion or portions of the income
from a business or property or from compensation for employment or self-employment.
71(f)(6) POST-SEPARATION YEARS.—For purposes of this subsection, the term “1st postseparation years” means the 1st calendar year in which the payor spouse paid to the payee
spouse alimony or separate maintenance payments to which this section applies. The 2nd and
3rd post-separation years shall be the 1st and 2nd succeeding calendar years, respectively.
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71(g) CROSS REFERENCES. —
71(g)(1) For deduction of alimony or separate maintenance payments, see section 215.
71(g)(2) For taxable status of income of an estate or trust in the case of divorce, etc., see
section 682.
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APPENDIX H
TEMP—REG. 1.71-1T, ALIMONY AND SEPARATE
MAINTENANCE PAYMENTS (TEMPORARY)
QUESTION & ANSWERS
(a) In general.
Q-1. What is the income tax treatment of alimony or separate maintenance payments?
A-1. Alimony or separate maintenance payments are, under section 71, included in the gross
income of the payee spouse and, under section 215, allowed as a deduction from the gross income
of the payor spouse.
Q-2. What is an alimony or separate maintenance payment?
A-2. An alimony or separate maintenance payment is any payment received by or on behalf of a
spouse (which for this purpose includes a former spouse) of the payor under a divorce or
separation instrument that meets all of the following requirements:
(a) The payment is in cash (see A-5).
(b) The payment is not designated as a payment which is excludible from the gross income of
the payee and nondeductible by the payor (see A-8).
(c) In the case of spouses legally separated under a decree of divorce or separate
maintenance, the spouses are not members of the same household at the time the payment is made
(see A-9).
(d) The payor has no liability to continue to make any payment after the death of the payee
(or to make any payment as a substitute for such payment) and the divorce or separation
instrument states that there is no such liability (see A-10).
(e) The payment is not treated as child support (see A-15).
(f) To the extent that one or more annual payments exceed $10,000 during any of the 6-postseparation years, the payor is obligated to make annual payments in each of the post-separation
years (see A-19).
Q-3. In order to be treated as alimony or separate maintenance payments, must the payments be
“periodic” as that term was defined prior to enactment of the Tax Reform Act of 1984 or be made
in discharge of a legal obligation of the payor to support the payee arising out of a marital or
family relationship?
A-3. No. The Tax Reform Act of 1984 replaces the old requirements with the requirements
described in A-2 above. Thus, the requirements that alimony or separate maintenance payments
be “periodic” and be made in discharge of a legal obligation to support arising out of a marital or
family relationship have been eliminated.
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Q-4. Are the instruments described in section 71(a) of prior law the same as divorce or separation
instruments described in section 71, as amended by the Tax Reform Act of 1984?
A-4. Yes.
(b) Specific requirements.
Q-5. May alimony or separate maintenance payments be made in a form other than cash?
A-5. No. Only cash payments (including checks and money orders payable on demand) qualify as
alimony or separate maintenance payments. Transfers of services or property (including a debt
instrument of a third party or an annuity contract), execution of a debt instrument by the payor, or
the use of property of the payor do not qualify as alimony or separate maintenance payments.
Q-6. May payments of cash to a third party on behalf of a spouse qualify as alimony or separate
maintenance payments if the payments are pursuant to the terms of a divorce or separation instrument?
A-6. Yes. Assuming all other requirements are satisfied, a payment of cash by the payor spouse to
a third party under the terms of the divorce or separation instrument will qualify as a payment of
cash which is received “on behalf of a spouse”. For example, cash payments of rent, mortgage,
tax, or tuition liabilities of the payee spouse made under the terms of the divorce or separation
instrument will qualify as alimony or separate maintenance payments. Any payments to maintain
property owned by the payor spouse and used by the payee spouse (including mortgage
payments, real estate taxes and insurance premiums) are not payments on behalf of a spouse even
if those payments are made pursuant to the terms of the divorce or separation instrument.
Premiums paid by the payor spouse for term or whole life insurance on the payor’s life made
under the terms of the divorce or separation instrument will qualify as payments on behalf of the
payee spouse to the extent that the payee spouse is the owner of the policy.
Q-7. May payments of cash to a third party on behalf of a spouse qualify as alimony or separate
maintenance payments if the payments are made to the third party at the written request of the
payee spouse?
A-7. Yes. For example, instead of making an alimony or separate maintenance payment directly
to the payee, the payor spouse may make a cash payment to a charitable organization if such
payment is pursuant to the written request, consent or ratification of the payee spouse. Such
request, consent or ratification must state that the parties intend the payment to be treated as an
alimony or separate maintenance payment to the payee spouse subject to the rules of section 71,
and must be received by the payor spouse prior to the date of filing of the payor’s first return of
tax for the taxable year in which the payment was made.
Q-8. How may spouses designate that payments otherwise qualifying as alimony or separate
maintenance payments shall be excludible from the gross income of the payee and nondeductible
by the payor?
A-8. The spouses may designate that payments otherwise qualifying as alimony or separate maintenance
payments shall be nondeductible by the payor and excludible from gross income by the payee by so
providing in a divorce or separation instrument (as defined in section 71(b)(2)). If the spouses have
executed a written separation agreement (as described in section 71(b)(2)(B)), any writing signed by
both spouses which designates otherwise qualifying alimony or separate maintenance payments as
nondeductible and excludible and which refers to the written separation agreement will be treated as a
written separation agreement (and thus a divorce or separation instrument) for purposes of the preceding
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sentence. If the spouses are subject to temporary support orders (as described in section 71(b)(2)(C)), the
designation of otherwise qualifying alimony or separate payments as nondeductible and excludible must
be made in the original or a subsequent temporary support order. A copy of the instrument containing the
designation of payments as not alimony or separate maintenance payments must be attached to the
payee’s first filed return of tax (Form 1040) for each year in which the designation applies.
Q-9. What are the consequences if, at the time a payment is made, the payor and payee spouses
are members of the same household?
A-9. Generally, a payment made at the time when the payor and payee spouses are members of
the same household cannot qualify as an alimony or separate maintenance payment if the spouses
are legally separated under a decree of divorce or of separate maintenance. For purposes of the
preceding sentence, a dwelling unit formerly shared by both spouses shall not be considered two
separate households even if the spouses physically separate themselves within the dwelling unit.
The spouses will not be treated as members of the same household if one spouse is preparing to
depart from the household of the other spouse, and does depart not more than one month after the
date the payment is made. If the spouses are not legally separated under a decree of divorce or
separate maintenance, a payment under a written separation agreement or a decree described in
section 71(b)(2)(C) may qualify as an alimony or separate maintenance payment notwithstanding
that the payor and payee are members of the same household at the time the payment is made.
Q-10. Assuming all other requirements relating to the qualification of certain payments as
alimony or separate maintenance payments are met, what are the consequences if the payor
spouse is required to continue to make the payments after the death of the payee spouse?
A-10. None of the payments before (or after) the death of the payee spouse qualify as alimony or
separate maintenance payments.
Q-11. What are the consequences if the divorce or separation instrument fails to state that there is
no liability for any period after the death of the payee spouse to continue to make any payments
which would otherwise qualify as alimony or separate maintenance payments?
A-11. If the instrument fails to include such a statement, none of the payments, whether made before or
after the death of the payee spouse, will qualify as alimony or separate maintenance payments.
Example (1). A is to pay B $10,000 in cash each year for a period of 10 years under a
divorce or separation instrument which does not state that the payments will terminate upon the
death of B. None of the payments will qualify as alimony or separate maintenance payments.
Example (2). A is to pay B $10,000 in cash each year for a period of 10 years under a
divorce or separation instrument which states that the payments will terminate upon the death of
B. In addition, under the instrument, A is to pay B or B’s estate $20,000 in cash each year for a
period of 10 years. Because the $20,000 annual payments will not terminate upon the death of B,
these payments will not qualify as alimony or separate maintenance payments. However, the
separate $10,000 annual payments will qualify as alimony or separate maintenance payments.
Q-12. Will a divorce or separation instrument be treated as stating that there is no liability to
make payments after the death of the payee spouse if the liability to make such payments
terminates pursuant to applicable local law or oral agreement?
A-12. No. Termination of the liability to make payments must be stated in the terms of the
divorce or separation instrument.
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Q-13. What are the consequences if the payor spouse is required to make one or more payments
(in cash or property) after the death of the payee spouse as a substitute for the continuation of predeath payments which would otherwise qualify as alimony or separate maintenance payments?
A-13. If the payor spouse is required to make any such substitute payments, none of the otherwise
qualifying payments will qualify as alimony or separate maintenance payments. The divorce or
separation instrument need not state, however, that there is no liability to make any such
substitute payment.
Q-14. Under what circumstances will one or more payments (in cash or property) which are to
occur after the death of the payee spouse be treated as a substitute for a continuation of payments
which would otherwise qualify as alimony or separate maintenance payments?
A-14. To the extent that one or more payments are to begin to be made, increase in amount, or
become accelerated in time as a result of the death of the payee spouse, such payments may be
treated as a substitute for the continuation of payments terminating on the death of the payee
spouse which would otherwise qualify as alimony or separate maintenance payments. The
determination of whether or not such payments are a substitute for the continuation of payments
which would otherwise qualify as alimony or separate maintenance payments, and of the amount
of the otherwise qualifying alimony or separate maintenance payments for which any such
payments are a substitute, will depend on all of the facts and circumstances.
Example (1). Under the terms of a divorce decree, A is obligated to make annual alimony
payments to B of $30,000, terminating on the earlier of the expiration of 6 years or the death of B.
B maintains custody of the minor children of A and B. The decree provides that at the death of B,
if there are minor children of A and B remaining, A will be obligated to make annual payments of
$10,000 to a trust, the income and corpus of which are to be used for the benefit of the children
until the youngest child attains the age of majority. These facts indicate that A’s liability to make
annual $10,000 payments in trust for the benefit of his minor children upon the death of B is a
substitute for $10,000 of the $30,000 annual payments to B. Accordingly, $10,000 of each of the
$30,000 annual payments to B will not qualify as alimony or separate maintenance payments.
Example (2). Under the terms of a divorce decree, A is obligated to make annual alimony
payments to B of $30,000, terminating on the earlier of the expiration of 15 years or the death of B.
The divorce decree provides that if B dies before the expiration of the 15 year period, A will pay to
B’s estate the difference between the total amount that A would have paid had B survived, minus the
amount actually paid. For example, if B dies at the end of the 10th year in which payments are made,
A will pay to B’s estate $150,000 ($450,000 - $300,000). These facts indicate that A’s liability to
make a lump sum payment to B’s estate upon the death of B is a substitute for the full amount of each
of the annual $30,000 payments to B. Accordingly, none of the annual $30,000 payments to B will
qualify as alimony or separate maintenance payments. The result would be the same if the lump sum
payable at B’s death were discounted by an appropriate interest factor to account for the prepayment.
(c) Child support payments.
Q-15. What are the consequences of a payment which the terms of the divorce or separation
instrument fix as payable for the support of a child of the payor spouse?
A-15. A payment which under the terms of the divorce or separation instrument is fixed (or
treated as fixed) as payable for the support of a child of the payor spouse does not qualify as an
alimony or separate maintenance payment. Thus, such a payment is not deductible by the payor
spouse or includible in the income of the payee spouse.
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Q-16. When is a payment fixed (or treated as fixed) as payable for the support of a child of the
payor spouse?
A-16. A payment is fixed as payable for the support of a child of the payor spouse if the divorce
or separation instrument specifically designates some sum or portion (which sum or portion may
fluctuate) as payable for the support of a child of the payor spouse. A payment will be treated as
fixed as payable for the support of a child of the payor spouse if the payment is reduced (a) on the
happening of a contingency relating to a child of the payor, or (b) at a time which can clearly be
associated with such a contingency. A payment may be treated as fixed as payable for the support
of a child of the payor spouse even if other separate payments specifically are designated as
payable for the support of a child of the payor spouse.
Q-17. When does a contingency relate to a child of the payor?
A-17. For this purpose, a contingency relates to a child of the payor if it depends on any event
relating to that child, regardless of whether such event is certain or likely to occur. Events that
relate to a child of the payor include the following: the child’s attaining a specified age or income
level, dying, marrying, leaving school, leaving the spouse’s household, or gaining employment.
Q-18. When will a payment be treated as to be reduced at a time which can clearly be associated
with the happening of a contingency relating to a child of the payor?
A-18. There are two situations, described below, in which payments which would otherwise
qualify as alimony or separate maintenance payments will be presumed to be reduced at a time
clearly associated with the happening of a contingency relating to a child of the payor. In all other
situations, reductions in payments will not be treated as clearly associated with the happening of a
contingency relating to a child of the payor.
The first situation referred to above is where the payments are to be reduced not more than 6
months before or after the date the child is to attain the age of 18, 21, or local age of majority.
The second situation is where the payments are to be reduced on two or more occasions which
occur not more than one year before or after a different child of the payor spouse attains a certain
age between the ages of 18 and 24, inclusive. The certain age referred to in the preceding
sentence must be the same for each such child, but need not be a whole number of years.
The presumption in the two situations described above that payments are to be reduced at a time
clearly associated with the happening of a contingency relating to a child of the payor may be
rebutted (either by the Service or by taxpayers) by showing that the time at which the payments
are to be reduced was determined independently of any contingencies relating to the children of
the payor. The presumption in the first situation will be rebutted conclusively if the reduction is a
complete cessation of alimony or separate maintenance payments during the sixth post-separation
year (described in A-21) or upon the expiration of a 72-month period. The presumption may also
be rebutted in other circumstances, for example, by showing that alimony payments are to be
made for a period customarily provided in the local jurisdiction, such as a period equal to onehalf the duration of the marriage.
Example. A and B are divorced on July 1, 1985, when their children, C (born July 15,
1970) and D (born September 23, 1972), are 14 and 12, respectively. Under the divorce decree, A
is to make alimony payments to B of $2,000 per month. Such payments are to be reduced to
$1,500 per month on January 1, 1991 and to $1,000 per month on January 1, 1995. On January 1,
1991, the date of the first reduction in payments, C will be 20 years 5 months and 17 days old.
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On January 1, 1995, the date of the second reduction in payments, D will be 22 years 3 months
and 9 days old. Each of the reductions in payments is to occur not more than one year before or
after a different child of A attains the age of 21 years and 4 months. (Actually, the reductions are
to occur not more than one year before or after C and D attain any of the ages 21 years 3 months
and 9 days through 21 years 5 months and 17 days.) Accordingly, the reductions will be
presumed to clearly be associated with the happening of a contingency relating to C and D.
Unless this presumption is rebutted, payments under the divorce decree equal to the sum of the
reductions ($1,000 per month) will be treated as fixed for the support of the children of A and
therefore will not qualify as alimony or separate maintenance payments.
(d) Excess front-loading rules.
Q-19. What are the excess front-loading rules?
A-19. The excess front-loading rules are two special rules which may apply to the extent that
payments in any calendar year exceed $10,000. The first rule is a minimum term rule, which must
be met in order for any annual payment, to the extent in excess of $10,000, to qualify as an
alimony or separate maintenance payment (see A-2(f)). This rule requires that alimony or
separate maintenance payments be called for, at a minimum, during the 6 “post-separation years”.
The second rule is a recapture rule which characterizes payments retrospectively by requiring a
recalculation and inclusion in income by the payor and deduction by the payee of previously paid
alimony or separate maintenance payments to the extent that the amount of such payments during
any of the 6 “post-separation years” falls short of the amount of payments during a prior year by
more than $10,000.
Q-20. Do the excess front-loading rules apply to payments to the extent that annual payments
never exceed $10,000?
A-20. No. For example, A is to make a single $10,000 payment to B. Provided that the other
requirements of section 71 are met, the payment will qualify as an alimony or separate
maintenance payment. If A were to make a single $15,000 payment to B, $10,000 of the payment
would qualify as an alimony or separate maintenance payment and $5,000 of the payment would
be disqualified under the minimum term rule because payments were not to be made for the
minimum period.
Q-21. Do the excess front-loading rules apply to payments received under a decree described in
section 71(b)(2)(C)?
A-21. No. Payments under decrees described in section 71(b)(2)(C) are to be disregarded entirely
for purposes of applying the excess front-loading rules.
Q-22. Both the minimum term rule and the recapture rule refer to 6 “post-separation years”. What
are the 6 “post-separation years”?
A-22. The 6 “post-separation years” are the 6 consecutive calendar years beginning with the first
calendar year in which the payor pays to the payee an alimony or separate maintenance payment
(except a payment made under a decree described in section 71(b)(2)(C)). Each year within this
period is referred to as a “post-separation year”. The 6-year period need not commence with the
year in which the spouses separate or divorce, or with the year in which payments under the
divorce or separation instrument are made, if no payments during such year qualify as alimony or
separate maintenance payments. For example, a decree for the divorce of A and B is entered in
October, 1985. The decree requires A to make monthly payments to B commencing November 1,
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1985, but A and B are members of the same household until February 15, 1986 (and as a result,
the payments prior to January 16, 1986, do not qualify as alimony payments). For purposes of
applying the excess front-loading rules to payments from A to B, the 6 calendar years 1986
through 1991 are post-separation years. If a spouse has been making payments pursuant to a
divorce or separation instrument described in section 71(b)(2)(A) or (B), a modification of the
instrument or the substitution of a new instrument (for example, the substitution of a divorce
decree for a written separation agreement) will not result in the creation of additional postseparation years. However, if a spouse has been making payments pursuant to a divorce or
separation instrument described in section 71(b)(2)(C), the 6-year period does not begin until the
first calendar year in which alimony or separate maintenance payments are made under a divorce
or separation instrument described in section 71(b)(2)(A) or (B).
Q-23. How does the minimum term rule operate?
A-23. The minimum term rule operates in the following manner. To the extent payments are
made in excess of $10,000, a payment will qualify as an alimony or separate maintenance
payment only if alimony or separate maintenance payments are to be made in each of the 6 postseparation years. For example, pursuant to a divorce decree, A is to make alimony payments to B
of $20,000 in each of the 5 calendar years 1985 through 1989. A is to make no payment in 1990.
Under the minimum term rule, only $10,000 will qualify as an alimony payment in each of the
calendar years 1985 through 1989. If the divorce decree also required A to make a $1 payment in
1990, the minimum term rule would be satisfied and $20,000 would be treated as an alimony
payment in each of the calendar years 1985 through 1989. The recapture rule would, however,
apply for 1990. For purposes of determining whether alimony or separate maintenance payments
are to be made in any year, the possible termination of such payments upon the happening of a
contingency (other than the passage of time) which has not yet occurred is ignored (unless such
contingency may cause all or a portion of the payment to be treated as a child support payment).
Q-24. How does the recapture rule operate?
A-24. The recapture rule operates in the following manner. If the amount of alimony or separate
maintenance payments paid in any post-separation year (referred to as the “computation year”)
falls short of the amount of alimony or separate maintenance payments paid in any prior postseparation year by more than $10,000, the payor must compute an “excess amount” for the
computation year. The excess amount for any computation year is the sum of excess amounts
determined with respect to each prior post-separation year. The excess amount determined with
respect to a prior post-separation year is the excess of (1) the amount of alimony or separate
maintenance payments paid by the payor spouse during such prior post-separation year, over (2)
the amount of the alimony or separate maintenance payments paid by the payor spouse during the
computation year plus $10,000. For purposes of this calculation, the amount of alimony or
separate maintenance payments made by the payor spouse during any post-separation year
preceding the computation year is reduced by any excess amount previously determined with
respect to such year. The rules set forth above may be illustrated by the following example. A
makes alimony payments to B of $25,000 in 1985 and $12,000 in 1986. The excess amount with
respect to 1985 that is recaptured in 1986 is $3,000 ($25,000 - ($12,000 + $10,000)). For
purposes of subsequent computation years, the amount deemed paid in 1985 is $22,000. If A
makes alimony payments to B of $1,000 in 1987, the excess amount that is recaptured in 1987
will be $12,000. This is the sum of an $11,000 excess amount with respect to 1985 ($22,000 ($1,000 + $10,000)) and a $1,000 excess amount with respect to 1986 ($12,000 - ($1,000 +
$10,000)). If, prior to the end of 1990, payments decline further, additional recapture will occur.
The payor spouse must include the excess amount in gross income for his/her taxable year
beginning with or in the computation year. The payee spouse is allowed a deduction for the
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excess amount in computing adjusted gross income for his/her taxable year beginning with or in
the computation year. However, the payee spouse must compute the excess amount by reference
to the date when payments were made and not when payments were received.
Q-25. What are the exceptions to the recapture rule?
A-25. Apart from the $10,000 threshold for application of the recapture rule, there are three
exceptions to the recapture rule. The first exception is for payments received under temporary
support orders described in section 71(b)(2)(C) (see A-21). The second exception is for any
payment made pursuant to a continuing liability over the period of the post-separation years to
pay a fixed portion of the payor’s income from a business or property or from compensation for
employment or self-employment. The third exception is where the alimony or separate
maintenance payments in any post-separation year cease by reason of the death of the payor or
payee or the remarriage (as defined under applicable local law) of the payee before the close of
the computation year. For example, pursuant to a divorce decree, A is to make cash payments to
B of $30,000 in each of the calendar years 1985 through 1990. A makes cash payments of
$30,000 in 1985 and $15,000 in 1986, in which year B remarries and A’s alimony payments
cease. The recapture rule does not apply for 1986 or any subsequent year. If alimony or separate
maintenance payments made by A decline or cease during a post-separation year for any other
reason (including a failure by the payor to make timely payments, a modification of the divorce
or separation instrument, a reduction in the support needs of the payee, or a reduction in the
ability of the payor to provide support) excess amounts with respect to prior post-separation years
will be subject to recapture.
(e) Effective dates.
Q-26. When does section 71, as amended by the Tax Reform Act of 1984, become effective?
A-26. Generally, section 71, as amended, is effective with respect to divorce or separation instruments
(as defined in section 71(b)(2)) executed after December 31, 1984. If a decree of divorce or separate
maintenance executed after December 31, 1984, incorporates or adopts without change the terms of the
alimony or separate maintenance payments under a divorce or separation instrument executed before
January 1, 1985, such decree will be treated as executed before January 1, 1985. A change in the amount
of alimony or separate maintenance payments or the time period over which such payments are to
continue, or the addition or deletion of any contingencies or conditions relating to such payments is a
change in the terms of the alimony or separate maintenance payments. For example, in November 1984,
A and B executed a written separation agreement. In February 1985, a decree of divorce is entered in
substitution for the written separation agreement. The decree of divorce does not change the terms of the
alimony A pays to B. The decree of divorce will be treated as executed before January 1, 1985 and hence
alimony payments under the decree will be subject to the rules of section 71 prior to amendment by the
Tax Reform Act of 1984. If the amount or time period of the alimony or separate maintenance payments
are not specified in the pre-1985 separation agreement or if the decree of divorce changes the amount or
term of such payments, the decree of divorce will not be treated as executed before January 1, 1985, and
alimony payments under the decree will be subject to the rules of section 71, as amended by the Tax
Reform Act of 1984.
Section 71, as amended, also applies to any divorce or separation instrument executed (or treated
as executed) before January 1, 1985 that has been modified on or after January 1, 1985, if such
modification expressly provides that section 71, as amended by the Tax Reform Act of 1984,
shall apply to the instrument as modified. In this case, section 71, as amended, is effective with
respect to payments made after the date the instrument is modified [Temporary Reg. §1.71-1T.]
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APPENDIX I
STATE BAR ASSOCIATION WEB SITE ADDRESSES
Alabama (www.alabar.org)
Alaska (www.alaskabar.org)
Arizona (www.azbar.org)
Arkansas (www.arkbar.org)
California (www.calbar.ca.gov)
Colorado (www.cobar.org)
Connecticut (www.ctbar.org)
Delaware (www.dsba.org)
District of Columbia (www.badc.org)
Florida (www.flabar.org)
Georgia (www.gabar.org)
Hawaii (www.hsba.org)
Idaho (www2.state.id.us/isb/)
Illinois (www.illinoisbar.org)
Indiana (www.inbar.org)
Iowa (www.iowabar.org)
Kansas (www.ksbar.org)
Kentucky (www.kybar.org)
Louisiana (www.lsba.org)
Maine (www.mainebar.org)
Maryland (www.msba.org)
Massachusetts (www.massbar.org)
Michigan (www.michbar.org)
Minnesota (www.mnbar.org)
Mississippi (www.msbar.org)
Missouri (www.mobar.org)

Montana (www.montanabar.org)
Nebraska (www.nebar.com)
Nevada (www.nvbar.org)
New Hampshire (www.nhbar.org)
New Jersey (www.njsba.org)
New Mexico (www.nm.bar.org)
New York (www.nysba.org)
North Carolina (www.ncbar.org)
North Dakota (www.sband.org)
Ohio (www.ohiobar.org)
Oklahoma (www.okbar.org)
Oregon (www.osbar.org)
Pennsylvania (www.pa-bar.org)
Rhode Island (www.ribar.com)
South Carolina (www.scbar.org)
South Dakota (www.sdbar.org)
Tennessee (www.tba.org)
Texas (www.texasbar.com)
Utah (www.utahbar.org)
Vermont (www.vtbar.org)
Virginia (www.vsb.org)
Washington (www.wsba.org)
West Virginia (www.wvbar.org)
Wisconsin (www.wisbar.org)
Wyoming (www.wyomingbar.org)
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